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United States Court of Appeals for the 
District of Columbia 

1 Docket No. 9S375 

Seaboard Small Loan Corporation, Petitioner, 

Commissioner of Internal Revenue, Respondent, i 

APPEARANCES: | 

For Taxpayer: Norman B. Frost, Esq., Frederic N. 
Towers, Esq. 

i 

For Comm’r: P. A. Bayer, Esq. 

Docket Entries 

5—Petition received and filed. Taxpayer notified. 
(Fee paid). 

5—Copy of petition served on General Counsel. 
13—Answer filed by General Counsel. 
13—Request for circuit hearing in Washington, D. C., 

filed by General Counsel. 
19—Notice issued placing proceeding on Washington, 

D. C., Calendar Answer and request served. 

1939 
May 

May 
June 
June 

June 

1940 
Jan. 17—Hearing set Feb. 19,1940. 
Jan. 25—Motion for a continuance to April 17, 1940 f^led 

by taxpayer. Affidavit in support. 
Jan. 26—Motion for a continuance to April 17, 

granted. , 
Apr . 8—Hearing set May 14,1940. 
May 14—Hearing had before Mr. Kern. Submitted. Brijefs 

due in 45 days. Replies in 15 days. 
May 27—Transcript of hearing 5/14/50 filed. 
June 22—Motion for extension of 30 days from June 28, 

1940 to file brief filed by taxpayer. Copies reb’d 
6/24/40. 6/24/40 granted. 

June 28—Brief filed by General Counsel. 
Aug. 2—Motion for leave to file brief, brief lodged, filed! by 

taxpayer. 8/2/40 granted. 

i 

1940, 

I 

i 
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Aug. 3—Copy of motion and brief served on General Coun¬ 
sel. 

Sept. 24—Memorandum findings of fact and opinion ren¬ 
dered, Kern, Div. 16. Decision will be entered 
for respondent. 

Sept. 25—Decision entered, Kern, Div. 16. 
Dec. 16—Petition for review by United States Court of 

Appeals for the District of Columbia, with as¬ 
signments of error filed by taxpayer. 

Dec. 17—Proof of service filed. 
Dec. 30—Agreed designation of record filed. 

2 Endorsed: United States Board of Tax Appeals 
Filed May 5 1939 

United States Board of Tax Appeals 

Docket No. 98375 

Seaboard Small Loan Corporation, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Petition 

The above-named petitioner hereby petitions for a rede¬ 
termination of the deficiency set forth by the Commissioner 
of Internal Revenue in his notice of deficiency (IT:R:C:4) 
dated February 17, 1939, and as a basis of its proceeding 
alleges as follows: 

1. The petitioner is a corporation with its principal office 
at 1000 Southern Building, Washington, D. C. 

2. The notice of deficiency (a copy of which is attached 
and marked Exhibit A) was mailed to the petitioner on 
February 17, 1939. 

3. The taxes in controversy are income taxes imposed by 
Section 13 and the taxes or penalties imposed under Section 
351 (and by reference therein, under Section 291) of the 
Revenue Act of 1934. The total amount of said taxes is 
$30,928.01. 

4. The determination of taxes set forth in the respon¬ 
dent’s said notice of deficiency is based upon the following 

errors: 
3 (a) Respondent erred in determining that peti¬ 

tioner was a “personal holding company” within the 



SEABOARD SMALL LOAN CORP. VS. HELVERING. 3 

intendment and meaning of Section 351 of the Revenue jAct 
of 1934. 

(b) Respondent erred in determining that petitioner yras 
liable to imposition of the tax or penalty imposed upon per¬ 
tain classifications of taxpayers under and by virtue of 
Section 351 of the Revenue Act of 1934. 

(c) Respondent erred in determining, under Section |351 
(b) (1) that more than 80% of petitioner’s gross income for 
the calendar year 1934 resulted from “interest” within the 
meaning of said Section. 

(d) Respondent erred in determining that petitioner ivas 
required to file a report upon Form 1120H under Section 
351 of the Revenue Act of 1934. 

(e) Respondent erred in determining that petitioner jhad 
failed to file a return for the year 1934, upon form 112I0H, 
as directed by Section 351 of the Statute. 

(f) Respondent erred in recalculating the normal income 
tax of petitioner so as to result in a deficiency for the year 
1934 of $63.81. 

(g) Respondent erred in determining a deficiency against 
petitioner for the calendar year 1934 in the amount! of 
$30,928.01. 

5. The facts upon which petitioner relies as the basi^ of 
this proceeding are, in brief, as follows: 

(a) Petitioner is a corporation, organized upder 
4 the laws of the State of Virginia in July 1924, ^nd 

during the year 1934 was actively engaged in!the 
business of making small industrial loans under the' so- 
called uniform small loan laws in force in the states wherein 
it operated. 

(b) Petitioner did not come within the class of corpora¬ 
tions specified in Section 351 of the Revenue Act of 193ft in 
that eighty percentum of its gross income for 1934 was not 
derived from “royalties, dividends, interest, annuities and 
gains from the sale of stock or securities”. 

(c) During the calendar year 1934 the capital of peti¬ 
tioner was used in making such small loans to its clients, 
and on January 1, 1934, the outstanding gross loan balance 
amounted to $592,476.60. On December 31, 1934, the out¬ 
standing gross loan balance was $852,923.03; and the tjotal 
amount received by petitioner on outstanding loan balances 
during the year 1934, by way of interest and service charges, 
was $250,085.56. The average individual loan balance a tithe 
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close of the calendar year 1934 was approximately $70.46, 
and petitioner had on its books at that time a total of 12104 
accounts. To “service” each individual account carried on 
its books, that is, to keep adequate bookkeeping records, 
make investigations of the character and reputation of 
borrowers, effect collections, etc., cost petitioner approxi¬ 
mately $15.00 per account per annum, exclusive of charge 
for bad debts. Respondent has erroneously and arbitrarily 
classified all charges covering such servicing of loans as 

“interest”. 
5 (d) Petitioner, during the calendar year of 1934 

did not have available for distribution to its stock¬ 
holders gains or profits in cash for which it did not have a 
reasonable need in its business in excess of cash dividends 
actually paid. 

(e) Section 351 of the Revenue Act of 1934 is unconsti¬ 
tutional and invalid in that it is in violation of Article 1, 
Section 5 of the Fifth Amendment, the Sixteenth Amend¬ 
ment, and other provisions of the Constitution of the United 
States. 

(f) Petitioner filed its regular corporation income tax 
return, covering the calendar year 1934, on or before March 
15, 1935. This return was fully audited by Internal Reve¬ 
nue Agents in 1936, and no question was raised by them at 
that time that petitioner was required under Section 351 to 
file a report on form 1120II. In April 1938, while peti¬ 
tioner’s income tax return for the calendar year 1934 was 
under review by respondent for the second time, the Exam¬ 
ining Internal Revenue Agent suggested that petitioner 
should file a return on form 1120H, and as a result of that 
suggestion and request such a return was filed on, to-wit, 
April 15,1938. 

Wherefore, petitioner prays that this Board may hear 
the proceeding and determine that: 

1. Petitioner is not liable for the taxes or penalties im¬ 
posed under claimed authority of Section 351 of the Reve¬ 

nue Act of 1934. 
6 2. Petitioner is not liable for the penalty sought to 

be imposed under Section 291 of the Revenue Act of 
1934 for failure to file a return on form 1120H. 

3. Petitioner is not liable for the additional income tax 
of $63.81 sought to be imposed for the calendar year 1934. 
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4. And petitioner prays that this Honorable Board may 
grant such other and further relief to petitioner as it jmay 
be entitled to at law or in equity, and which the exigencies 
of its cause may require. 

NORMAN B. FROST, 
801 Hibbs Building, 

Washington, D. C. 

FREDERIC N. TOWERS, j 
801 Hibbs Building, 

Washington, D. C. 
State of Arizona, 

County of Pima, ss: 

Scott B. Appleby, being first duly sworn, says that ^ie is 
the president of the petitioner above named and as si^ch is 
duly authorized to verify the foregoing petition; that he 
has read the foregoing petition and is familiar with the 

statements contained therein, and that the jfacts 
7 stated are true, except as to those facts stated to be 

upon information and belief, and those facts l^e be¬ 
lieves to be true. 

(Corporate Seal) SCOTT B APPLEBY j 

Subscribed and sworn to before me this 1st day of j Mav 
1939, 

HOMER L SHANTY JR. 
(Notary Seal) Notary Public. 

My Com expires Feb 5—1942 

(Seal) j 
8 Exhibit A 

Treasury Department 

Washington 
February 17^ 1939 

Seaboard Small Loan Corporation, 
624 Southern Building, 

Washington, D. C. 

Sirs: | 

You are advised that the determination of your irjcome 
tax liability for the taxable year ended December 31, 1934 
discloses a deficiency of $63.81, and that the determination 
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of your surtax liability for the year mentioned discloses a 
deficiency of $24,691.36 in tax, and $6,172.84 in penalty, as 
shown in the statement attached. 

In accordance 'with the provisions of existing internal rev¬ 
enue laws, notice is hereby given of the deficiencies men¬ 
tioned. 

Within ninety days (not counting Sunday or a legal holi¬ 
day in the District of Columbia as the ninetieth day) from 
the date of the mailing of this letter, you may file a petition 
with the United States Board of Tax Appeals for a rede¬ 
termination of the deficiencies. 

Should you not desire to file a petition, you are requested 
to execute the enclosed form and forward it to the Commis¬ 
sioner of Internal Revenue, Washington, D. C., for the at¬ 
tention of IT :C1 :P-7. The signing and filing of this form 
will expedite the closing of your return by permitting an 
early assessment of the deficiencies, and will prevent the 
accumulation of interest, since the interest period termin¬ 
ates thirty days after filing the form, or on the date assess¬ 
ment is made, whichever is earlier. 

Respectfully, 

Guy T. Helvering, 
Commissioner, 

By John R. Kirk 
Deputy Commissioner. 

Enclosures: 
Statement 
Form 870 
Exhibit A 

9 Statement 

IT :R :C :4 
EEH-90D 

Seaboard Small Loan Corporation, 
624 Southern Building, 

Washington, D. C. 

TAX LIABILITY FOR TAXABLE YEAR ENDED DECEMBER 31, 1934 

Liability Assessed Deficiency Penalty 

Income Tax $17,354.77 $17,290.96 $ 63.81 None 
Surtax 24,691.36 None 24,691.36 $6,172.84 

Totals $42,046.13 $17,290.96 $24,755.17 $6,172.84 
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In making this determination of your tax liability, careful 
consideration has been given to the internal revenue ageht’s 
report dated July 18, 1936; to your protests dated Septem¬ 
ber 11, 1936 and November 18,1938; to the statements m|ade 
at the conference held on November 13, 1936; and to memo¬ 
randum of Frost, Myers and Towers, dated April 15, 1938. 

Inasmuch as you failed to file an income tax return, fcjrm 
1120H within the time prescribed by law, 25 per centum of 
the tax has been added thereto in accordance with the pro¬ 
visions of section 291 of the Revenue Act of 1934. 

Section 351(b)(1) of the Revenue Act of 1934 reads in 
part as follows: 

“The term ‘personal holding company’ means any Cor¬ 
poration (other than a corporation exempt from taxation 
under section 101, and other than a bank or trust company 
incorporated under the laws of the United States or of any 
State or Territory, a substantial part of whose businesi; is 
the receipt of deposits, and other than a life-insurance com¬ 
pany or surety company) if—(A) at least 80 per centurp of 
its gross income for the taxable year is derived from royal¬ 
ties, dividends, interest, annuities, and (except in the cjase 
of regular dealers in stock or securities) gains from the sale 
of stock or securities, and (B) at any time during the last 
half of the taxable year more than 50 per centum in valuta of 
its outstanding stock is owned, directly or indirectly, by or 
for not more than five individuals. * * *” 

10 Article 351-2(3) of Regulations 86 promulgated un¬ 
der the Revenue Act of 1934 provides that the tprm 

“interest” as used in section 351(b)(1) above-quoted 
“means any amounts received for the use of borrowed 
money which are includible in gross income under Title 1”. 
It is the opinion of this office that the gross amount of |the 
“charges” received has the status of interest for the use of 
borrowed money. Since the total amount of interest | re¬ 
ceived during the taxable year 1934 was more than 80 per¬ 
cent of the gross income for the year, and during the last 
half of the year more than 50 percent in value of your out¬ 
standing capital stock was owned, directly or indirectly J by 
or for not more than five individuals, you must be held to 
come within the definition of a personal holding company 
provided in section 351(b)(1) of the Revenue Act of lp34. 
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It is conceded that you are not taxable under the provi¬ 
sions of section 102 of the Revenue Act of 1934. 

The contention in protest dated November 18, 1938, that 
it was not the intention of Congress to subject small loan 
companies to taxation as personal holding companies can¬ 
not be conceded for the year 1934, although it is true that 
such companies are exempt under the provisions of the Rev¬ 
enue Act of 1938, which controls years beginning after De¬ 
cember 31,1937. 

The penalty for failure to file form 1120H is mandatory 
since no return was filed. An unsigned return does not 
satisfy the requirements of the income tax law. 

As to the dividend paid credit, schedule L of the 1934 
return discloses dividends of $9,000.00 paid on July 2,1934, 
and the balance sheet as of December 31,1934 discloses div¬ 
idends payable in the amount of $9,000.00. An inspection 
of the 1934 returns filed by Mr. Scott Appleby and Mrs. 
Annie P. Appleby discloses dividends paid in the amounts 
of $15,294.64 and $4,910.00, respectively, but there is no ev¬ 
idence in either individual return to show what portion, if 
any, of these amounts represent dividends received from 
your corporation. Mr. and Mrs. Appleby owned in 1934, 
404 of the 450 shares of stock outstanding. 

The balance sheet as at December 31, 1933 indicates that 
dividends in the amount of $4,500.00 had been accrued as at 
the end of 19X3. On page 1 of brief dated November 18, 
1938, it is stated that dividends in the amount of $13,500.00 
were paid during 1934, evidently $4,500.00 accrued as at 

December 31, 1933, plus $9,000.00 paid July 2, 1934, 
11 or $13,500.00. This amount has been allowed in the 

computation of tax under section 351. 
As to the basis on which return was filed, under item 6, 

page 3 of the return, you state that the return is made on 
the cash receipts and disbursements basis, and in your pro¬ 
test dated November 18, 1938, you state that your gross in¬ 
come was largely determined on a cash basis, but that, ex¬ 
cept as to certain income, all other records were kept on an 
accrual basis. 

In Court Decision 638, Cumulative Bulletin XII-1, 286 
(1933), the Supreme Court of the United States held as 
follows: 
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“It is settled beyond cavil that taxpayers other than in¬ 
surance companies may not accrue receipts and treat Ex¬ 
penditures on a cash basis, or vice-versa, nor may they ac¬ 
crue a portion of income and deal with the remainder oh a 
cash basis, nor take deductions partly on one and partly j on 
the other basis.” 

Article 41-2 of Regulations 86 reads in part as follows!: 

“Approved standard methods of accounting will ordinar¬ 
ily be regarded as clearly reflecting income. A method of 
accounting will not, however, be regarded as clearly reflect¬ 
ing income unless all items of gross income and all deduc¬ 
tions are treated with reasonable consistency. * * * All itejms 
of gross income shall be included in the gross income for 
the taxable year in which they are received by the taxpayer, 
and deductions taken accordingly, unless in order clearly] to 
reflect income such amounts are to be properly accounted 
for as of a different period.” 

In the case of Julia Stow Love joy, United States Bofjrd 
of Tax Appeals Reports, Volume 18, 1179, the Board held 
as follows: 

“The statute does not sanction any method of accounting 
unless it clearly reflects income. When, therefore, an item 
is sought to be deducted, it is not sufficiently supported |bv 
a showing that the taxpayer’s accounting method is categor¬ 
ically called the ‘cash method’ or that the entry on fhe 

accounts is consistent with such method. It mustjbe 
12 shown further that the method employed and the <jm- 

trv result in a clear and legallv correct income. How- 
ever important or unimportant it may be to an individual 
for his own uncontrolled purpose whether on his books an 
item is charged off or carried along, when he comes to the 
determination of taxable income it must be computed as tjhe 
statute prescribes and his figures must be adjusted to tljiat 
end. Manifestly, the standard for a fairly distributed Fed¬ 
eral tax burden was not intended to be the varying accounts 
of individual taxpayers, but the uniform statutory method. 
Consistently with the statute, the methods of accounting 
may vary widely and may yet be given recognition. But 
the variation may not go outside the field of the statute ajnd 
■when it does, its sanction is lost.” 
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In Treasury Decision 3839, Cumulative Bulletin V-l, 179, 
1926, it was definitely held that a mixed basis of receipts and 
disbursements as to some items and accrual as to other 
items would not reflect true income, and, consequently, tax¬ 
payers may not file returns on such a basis. 

In accordance with settlement agreement entered into 
with the Bureau on May 23, 1938, in the case of Scott Ap¬ 
pleby, Jr., rental income previously taxed to Mr. Appleby 
is regarded as income of your corporation. 

Inasmuch as you have requested a statutory notice of 
deficiency, this notice is issued as required by the revenue 
laws. 

Adjustment to Net Income 

Net income disclosed by return $125,752.46 
Unallowable deduction and 

additional income: 
(a) Excessive depreciation 464.03 

Net income adjusted $126,216.49 

13 Explanation of Adjustment 

(a) The excessive depreciation on furniture and fixtures 
and autos has been determined as follows: 

Depreciation claimed on return: 

Furniture and fixtures $1,193.32 
Autos 567.08 

Total 

Depreciation allowed: 

Furniture and fixtures 
Autos 

$1,760.40 

$843.79 
452.58 

Total 1,296.37 

Excessive depreciation $464.03 

The depreciation allowed has been computed in accord¬ 
ance with article 23(1 )-l of Regulations 86, as set forth in 
exhibit A attached. 
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Computation of Tax 

Income Tax 
Net income 
Tax at 13%% 
Income tax assessed, 

original, account #401468 

$126,216.49 
$17,354.77 

17,29(j.96 

Deficiency in income tax $ 6^.81 

Surtax (Section 351) 

Net income (Title I of the Revenue Act of 1934) 
Add: 

Dividends 

$126,210.49 

2,97^.00 

Total 
Less: 

Federal income tax paid 
14 Adjusted net income 

$129,18^.49 

9,432.63* 
$119,75^.66 

Less : 
20% of $119,755.66 

equals $23,951.13 
Dividends paid 13,500.00 37,451.13 

Undistributed adjusted 
net income $82,304.53 

Tax at 30% $24,691.36 
Penalty: 

25% of $24,691.36 $6,172.84 
Penalty 

Correct surtax liability $24,691.36 $6,172 .84 
Surtax assessed, 

(no return filed) none non< p 

Deficiency in surtax $24,691.36 
To be assessed—penalty $6,172 1.84 

•Inasmuch as your return has been filed on the cash Re¬ 
ceipts and disbursements basis, only the Federal income tax 
and dividends paid may be considered in the computation 
of surtax under section 351. 
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15 EXHIBIT A 

Depreciation 

Furniture and Fixtures—Rate 10% 
Depre¬ Depre¬ Reserve 
ciation ciation for Dc- 

Date Sales or Balance at Reserve Allowed prcciation 
Acquired Cost Retirement End of Year 12/31/33 1934 12/31/34 

1924 $9,328.26 $ 9,328.26 $ 9,328.26 $9,328.26 
1925 422.00 9,750.26 359.70 $ 42.20 401.90 
192G 1,843.18 11,593.44 1,382.40 184.32 1,566.72 
1927 425.02 12,018.46 276.25 42.50 318.75 
1928 1,126.S4 13,145.30 619.75 112.68 732.43 
1929 2,405.73 15,551.03 1,082.57 240.57 1,323.14 
1930 1,976.31 (A) $1,007.75 16,519.59 288.62 96.86 385.48 
1931 438.85 16,958.44 109.70 43.88 153.58 
1932 569.85 17,528.29 85.47 56.98 142.45 
1934 476.10 18,004.39 • • • • 23.80 23.80 
1934 (B) 9,328.26 8,676.13 (9,328.26) 

$13,532.72 $843.79 $5,048.25 
(A) Equipment destroyed by fire in 1930. 
(B) Exhaustion. 

Automobiles—Rate 33%% 

1929 $1,088.00 $1,088.00 
1931 465.00 $ 465.00 $ 455.00 $ 10.00 $ 465.00 
1932 350.00 815.00 233.34 116.66 350.00 
1932 977.75 1,792.75 488.88 325.92 814.80 
1934 136.08 1,928.83 • • • • • • • • 
1934 815.00 1,113.83 ( 815.00) 

$1,177.22 $452.58 $814.80 

16 Endorsed: Received Jun 13 1939 U. S. Board of 
Tax Appeals 

Endorsed: United States Board of Tax Appeals Filed 
Jun 13 1939 

United States Board of Tax Appeals 

Docket No. 98375. 

Seaboard Small Loan Corporation, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Ansiver 

Comes now the Commissioner of Internal Revenue bv his 
attorney, J. P. Wenchel, Chief Counsel, Bureau of Internal 
Revenue, and for answer to the petition filed herein admits 
and denies as follows: 
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1-2-3. Admits the allegations contained in paragraphs 
1, 2, and 3 of the petition. 

4. It is denied that the Commissioner erred as alleged in 
subparagraphs (a) to (g), inclusive, of paragraph 4 of bie 
petition. 

5. (a) It is admitted that the petitioner is a corporation, 
organized under the laws of the State of Virginia in July, 
1924. All the other allegations contained in subparagraph 
(a) of paragraph 5 of the petition are denied. 

5. (b)-(f) The allegations contained in subparagraphs 
(b) to (f), inclusive, of paragraph 5 of the petition qre 
denied. 

6. Denies generally and specifically each and every alle¬ 
gation contained in the petition not hereinbefore specifically 

admitted, qualified, or denied. 
17 Wherefore, it is prayed that the appeal be denied. 

Signed J. P. WENCHEL, 
GAG 

Chief Counsel, 
Of Counsel: Bureau of Internal Revenue. 

CHESTER A. GWINN, 
Division Counsel, 

PHILIP A. BAYER, 
Special Attorney, 

Bureau of Internal Revenue. 

PA/CFB 6/9/39 

18 Endorsed: DKT CT CAL A STA EBCM 

Endorsed: Office of Chairman Received Sep 16 1940 Re¬ 
port and Determination of Division 16 U. S. Board of Tax 
Appeals 

United States Board of Tax Appeals 

Docket No. 98375 

Seaboard Small Loan Corporation, Petitioner, 

v. ! 

Commissioner of Internal Revenue, Respondent. 

Norman B. Frost, Esq., for the petitioner. 
Philip A. Bayer, Esq., for the respondent. 

Memorandum Findings of Fact and Opinion. 
i 

This proceeding involves a deficiency in income tax hnd 
surtax liability of petitioner on the year 1934, determined 
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by respondent in the respective amounts of $63.81 and 
$24,691.36. It also involves a penalty of 25 per cent of the 
latter amount, or $6,172.84 imposed by respondent because 
of petitioner’s failure to file a return on Form 1120H as a 
personal holding company. The question here presented is 
whether petitioner, during the taxable year, was a personal 
holding company within the meaning of section 351 (b) (1) 
of the Revenue Act of 1934, set out in the margin.1 

Copies served on both parties 

20 Petitioner contends that it was not and is, there¬ 
fore, not liable for the payment of such surtax and 

penalty. 
Findings of Fact. 

Petitioner is a corporation organized under the laws of 
the State of Virginia in July, 1924. Its principal office is 
located in Washington, D. C. During the taxable year here 
involved more than 50 per centum in value of its outstand¬ 
ing stock was owned by or for not more than five individuals. 

In 1934 the petitioner maintained five offices in the State 
of Virginia and two offices in the State of Tennessee. At the 
beginning of 1934 it had 8,902 loans outstanding, and at the 
end of 1934 it had 10,035 loans outstanding. The petitioner 
did not make loans of over $300. 

Each of the seven offices of the corporation was licensed 
by the state wherein it operated; paid an annual fee of $250 
for the privilege of doing business, and was under the su¬ 
pervision of state banking officials. During the year 1934 
the company had an average of 9468 active customer bor¬ 
rowers with total outstanding loan balances of $952,926. 
The average loan per borrower was about $134. In connec¬ 
tion with each of the loans made in 1934 written applications 
had to be taken, the applicants’ credit standing had to be 

19 i Sec. S51. Surtax on Personal Holding Companies. 
♦ * # * * 

(b) Definitions. As used in this title— 
(1) The term * personal holding company’ means any corporation (other 

than a corporation exempt from taxation under section 101, and other than 
a bank or trust company incorporated under the laws of the United States 
or of any State or Territory, a substantial part of whose business is the 
receipt of deposits, and other than a life-insurance company or surety com¬ 
pany) if—(A) at least 80 percentum of its gross income for the taxable year 
is derived from royalties, dividends, interest, annuities, and (except in’ the 
case of regular dealers in stock or securities) gains from the sale of stock 
or securities, and (B) at any time during the last half of the taxable year 
more than 50 per centum in value of its outstanding stock is owned, directly 
or indirectly, by or for not more than five individuals * * *. 
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checked, security in the form of chattel mortgages w!as 
taken, the mortgages were notarized and recorded, and en¬ 
tailed bookkeeping records were kept both in the office mak¬ 
ing the loan and in the home office. Wherever a chattel 
mortgage on property was taken as security, an appraisal 
had to be made of such property; closing papers had to ibe 
prepared and executed, and extensive collection efforts k^pt 
up in order to prevent delinquencies. The Seaboard offieles 

were in competition with Morris Plan Banks, and 
21 other banking organizations in the states where th^y 

operated and they had constant need for capitjal, 
which was difficult to secure. 

Petitioner was licensed by and operated offices in tjhe 
states of Tennessee and Virginia under the provisions of 
so-called Uniform Small Loan Statutes in effect in those 
states. 

In each of petitioner’s offices there was a manager,j a 
cashier, one or more additional clerks, and two appraisers, 
sometimes known as “outside men”. Business was secured 
through advertising in the newspapers, direct mail advertis¬ 
ing and personal contacts. As previously indicated, the 
actual handling of a loan account, of which petitioner hgd 
more than nine thousand in 1934, involved an interview wjth 
the applicant, the taking of a written application, checking 
the borrower’s credit standing, through Merchants Credit 
Associations, and by personal investigation; securing t|he 
loan, in ninety percent of the cases, by taking a chattel 
mortgage on personal property, which chattel mortgages 
had to be notarized and recorded. Where chattels w<jre 
taken, the appraisers would go out and inspect and apprajse 
the property in question, as well as to make a check to see 
that it was free and clear from other encumbrances. These 
outside men were furnished an automobile by the company, 
which paid all expenses and upkeep thereof. The closing 
papers for the loan were executed in the office, whereupon 
bookkeeping records were established in order that the cus¬ 
tomer might make his payments by monthly installments. 
Master bookkeeping records were kept in the home offibe. 
Defaults were frequent on these accounts and when pay¬ 
ments were overdue a collection letter would be written. 

If no response was had to that the outside man wohld 
22 be sent to make a personal contact; and where ottyer 

things failed, the mortgaged property would be jre- 
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plevined or suit instituted. Collection pressure had to be 
constant, and was expensive. 

For the year 1934 the petitioner filed a Federal income 
tax return on Form 1120, in which it reported income and 
expenses as follows: 

Interest on Loans, Notes, Mortgages, bonds & 
bank deposits, etc. $256,528.56 

Rents 1,687.70 
Dividends 2,972.00 
Other income 14.45 

Total income $261,202.71 

Deductions 

Compensation of officers $26,436.64 
Rent on business property 8,681.91 
Interest 1,204.99 
Taxes 8,761.33 
Bad Debts (Charged off $31,201.13— 

Collected prior year 29,488.05) 1,716.08 
Dividends 2,972.00 
Depreciation 1,760.40 
Salaries & Wages 53,596.13 
Other deductions 30,320.77 135,450.25 

Net income reported $125,752.46 

The only adjustment made to the net income in the de¬ 
ficiency letter was to disallow excessive depreciation of 
$464.03, resulting in adjusted net income of $126,216.49. 

The interest reported of $256,528.56 is carried on peti¬ 
tioner’s books in the following interest accounts: 

Interest Account, Norfolk, Va. $25,034.82 
Interest Account, Richmond, Va. 32,496.75 
Interest Account, Lynchburg, Va. 37,694.54 
Interest Account, Roanoke, Va. 30,451.66 
Interest Account, Portsmouth, Va. 48,396.59 
Interest Account, Knoxville, Tenn. 45,567.41 
Interest Account, Chattanooga, Tenn. 30,222.50 
Interest Account, Discontinued office 221.29 
Interest on bonds & time loan 6,443.00 

Total $256,528.56 
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23 Petitioner introduced in evidence for the purppse 
of showing in detail its income and expenditures jfor 

1934, an exhibit containing the following figures: 

Income 

Gross earnings of offices: 

Norfolk, Va. 
Richmond, Va. 
Lynchburg, Va. 
Roanoke, Va. 
Portsmouth, Va. 

Knoxville, Tenn. 
Chattanooga, Tenn. 

$25,034.82 
32,496.75 
37,694.54 
30,451.66 
48,396.59 $174,074.36 

45,567.41 
30,222.50 75,789.91 

Discontinued office 

Interest on Municipal Bonds 
Interest on Corporation bonds and notes 
Interest on Time Loan 
Gross Rents 
Dividends 
Cash Overages 
Bad debts collected 

Total income 

22129 

653.22 
5,576j.45 

213.33 
12,225.00 
2,972.00 

14.45 
29,485.05 

7 1 
-1— 

1 

$301,223 .06 

Expenditures 
Officers’ salaries 26,436.64 
Rents 8,681.91 
Interest Paid 1,204.99 
Taxes 8,761.33 
Salaries and wages 53,596.13 
Expenses of rental properties 10,537.30 
Bad debts written off 31,201.13 
Telephone and telegraph 1,348.49 
Auto expense 4,385.83 
Legal and audit 3,990.32 
Postage 6,512.71 
Stationery and printing 3,292.83 
Advertising 7,355.91 
Association dues 616.50 
Bond premiums, etc. 753.81 
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Heat and light 268.12 
General expense 1,074.97 
Travel expense 721.28 
Depreciation on Furniture—fixtures 

and autos 1,760.40 

Total expenditures 172,500.60 

Net income $128,724.46 

This “net income” figure exceeds the net income reported 
by petitioner in its return by the sum of $2,972.00, for the 
reason that in its return petitioner deducted this amount 

under item 22, as dividends. 
24 In the small loan business costs of investigation 

and of servicing the loan “come very high in relation 
to the principal of the loan.” Applicants must be looked up 
by call at their home and inquiry made in the neighborhood 
to ascertain their community standing and by clearance 
through a credit exchange. “Servicing” includes the col¬ 
lection of periodic installments “which become extensive 
when the installments are small”; follow-ups of delinquent 
accounts; review and revision of contracts when the debtor 
is unable to pay; and constant collection pressure, prefer¬ 
ably by means other than legal procedure. These investiga¬ 
tion and servicing costs are inherent in the nature of the 
business. 

Petitioner made no allocations of such costs to the indi¬ 
vidual loans made by it. 

An item of $4,384.83 was expended by petitioner during 
the taxable year for automobiles maintained for the ap¬ 
praisers or “outside men” employed by it. The item for 
“salaries and wages” of $53,596.13 deducted by it in its 
return included no executive salaries, but represented wages 
of the employees, previously described, who “serviced” 
these loans. Its expense for telegraph an dtelephone ser¬ 
vice during the taxable year amounted to $1,348.49. 

The pertinent statute of Tennessee reads as follows: 
Rate of interest and fee.—Every person, licensed here¬ 

under, may lend any sum of money not exceeding in amount 
the sum of three hundred dollars, and may contract for, 
charge and receive thereon interest not to exceed six per¬ 
cent per annum; provided, however, that the licensee may 
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charge and receive for investigating the moral and financial 
standing of the applicant, investigating the security, titles, 
etc., and for other expenses and losses of every nature what¬ 
soever, and for closing the loan, a fee not above three per 
cent per month of the principal sum lent over the ternji of 
the loan, both interest and fee to be computed on the unpaid 
balance of the principal due at the end of each month cjver 

the life of the loan. 
25 More than 80 per centum of petitioner’s gross' in¬ 

come for the year 1934 was derived from dividends 
and interest. 

The petitioner did not file a return on Form 1120H for 
the year 1934. It did file a regular income tax return for 
that year on Form 1120. In 1938 petitioner had its auditor 
prepare and submit a return on Form 1120H, which was not 
signed or verified. 

Opinion. 

Kern: The questions raised in this proceeding werej re-. 
cently considered by the Circuit Court of Appeals for| the 
First Circuit in the case of Noteman et al, Trustees, v. 
Welch, 108 Fed. (2d) 206 (December 22, 1939), affirming 
24 Fed. Supp. 437, and decided contrary to the contentions 
of the petitioner. 

On the authority of that case and because of the reasons 
therein given, 

i 

Enter: 

Decision will be entered for respondent. 

Entered Sep 24 1940 

26 United States Board of Tax Appeals 

Washington 

Docket No. 98375 

Seaboard Small Loan Corp., Petitioner, 

i 
Commissioner of Internal Revenue, Respondent. 

Decision 

Pursuant to the determination of the Board, as set fjjrth 
in its Memorandum Findings of Fact and Opinion entered 
September 24, 1940, it is 



20 SEABOARD SMALL LOAN CORP. VS. HELVERING. 

ORDERED and DECIDED: That there are deficiencies 
in income tax, surtax and 25 per cent penalty for the year 
1934 in the respective amounts of $63.81, $24,691.36 and 
$6,172.84. 

Enter: 
(s) JOHN W. KERN 

Member. 

Entered September 25, 1940 

27 Endorsed: United States Board of Tax Appeals 
Filed Dec 16 1940 

United States Court of Appeals for the District 
of Columbia 

No.- 

(Board of Tax Appeals Docket No. 98,375) 

Seaboard Small Loan Corporation, Petitioner on Review 

v. 

Commissioner of Internal Revenue, Respondent on Review 

Petition for Review and Assignment of Error 

To the Honorable, the Judges of the United States Court of 
Appeals for the District of Columbia: 

Seaboard Small Loan Corporation, pursuant to the pro¬ 
visions of Section 1001 of the Revenue Act of 1926, as 
amended by Section 603 of the Revenue Act of 1928 and 
Section 1001 of the Revenue Act of 1932, files this its Peti¬ 
tion for Review of the decision of the United States Board 
of Tax Appeals rendered in the case of Seaboard Small 
Loan Corporation, Docket No. 98,375 on the 25th day of 
September 1940, approving deficiencies in income tax, sur¬ 
tax and 25 per cent penalty for the year 1934 in the aggre¬ 
gate amount of $30,928.01, and respectfully shows unto this 
Honorable Court as follows: 

I. 
Prior Proceedings 

The Commissioner of Internal Revenue determined de¬ 
ficiencies in income tax and surtax due from the petitioner 
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for the calendar year 1934 in the amounts of $63.81 ajnd 
$24,691.36, respectively, and a penalty of 25% thereof 

28 in the amount of $6,172.84 in connection with the re¬ 
turn filed by the taxpayer for the year 1934, and ifm- 

der date of February 17, 1939, forwarded to the petitioner 
a statutory notice of deficiency in accordance with the pro¬ 
visions of the Revenue Act of 1932, as amended by Section 
501 of the Revenue Act of 1934. Under date of MarclJ 5, 
1939, petitioner filed its petition with the United Stajtes 
Board of Tax Appeals, in which it contested, upon grouhds 
therein stated, the aforesaid deficiencies determined by the 
Commissioner. After hearing and the submission of bripfs 
the United States Board of Tax Appeals on September |24, 
1940, promulgated its memorandum findings of fact and 
opinion, affirming the deficiencies levied by Respondent as 
aforesaid; and on September 25, 1940, entered its final <t)r- 
der upon such memorandum. 

of 
mg 

or- 

n. 
i 

Statement of the Nature of the Controversy 

The taxes in controversy are income taxes imposed I by 
Section 13 and the taxes or penalties imposed under Sec¬ 
tion 351 (and by reference therein, under Section 291) 
the Revenue Act of 1934 against certain Personal Hold 
Corporations for failure to distribute their earnings. The 
total amount of said taxes and penalties is $4,081.30. 

Seaboard Small Loan Corporation is a corporation 
ganized under the laws of the State of Virginia in Jijily, 
1924, and during the year 1934 was actively engaged in [the 
business of making small industrial loans under the [so- 
called uniform small loan laws in force in the states of Tjen- 
nessee and Virginia, wherein it operated. 

Petitioner’s position was and is that because of the 
nature of its business it did not come within the classi of 
corporations specified in Section 351 of the Revenue Acl[ of 
1934; that in any event it was not subject to Section 351 
because eighty per cent of its gross income for 1934 was 
not derived from “royalties, dividends, interest, annuities 

and * * * gains from the sale of stock or sec^iri- 
29 ties”; and that as attempted to be applied in its case, 

Section 351 of the 1934 Revenue Act is unconstttu- 
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tional and void; all of which more fully appears from the 
Record herein. 

III. 

Request for Review and Designation of Court of Review 

The petitioner being aggrieved by the findings of fact, 
opinion, decision and order of the Board of Tax Appeals 
desires a review thereof in accordance with the provisions 
of the Revenue Act of 1926, as amended by Section 519(a) 
of the Revenue Act of 1934, and petitions and requests such 
a review by the United States Court of Appeals for the 
District of Columbia. 

IV. 

Assignments of Error 

The petitioner as a basis for review makes the following 
assignments of error: 

1. The Board erred in failing to find that Petitioner wras 
not subject to the provisions of Sec. 351 (b) (1) of the Rev¬ 
enue Act of 1934. 

2. The Board erred in determining that Petitioner was 
liable to imposition of the tax or penalty imposed upon cer¬ 
tain classifications of taxpayers by Section 351 of the Rev¬ 
enue Act of 1934. 

3. The Board erred in finding that more than 80% of pe¬ 
titioner’s gross income for the year 1934 was derived from 
dividends and interest. 

4. The Board erred in failing to give full force, credit and 
effect to the legislative enactments, and decisions of the 
highest court, of the State of Tennessee, as to what con¬ 
stituted “interest” in connection with the operation of Pe¬ 
titioner’s business in that State. 

5. The Board erred in refusing or neglecting to hold that 
Section 351 (b) (1) of the Revenue Act of 1934 as 

30 applied by Respondent to the business and assets of 
Petitioner for the year 1934, is unconstitutional and 

invalid because violative of Article 1, Section 5 of the Fifth 
Amendment, the Sixteenth Amendment and other provi¬ 
sions of the Constitution of the United States. 

6. The Board erred in determining that Petitioner was 
required to file a report upon Form 1120H under Section 
351 of the Revenue Act of 1934. 
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7. The Board erred in determining that Petitioner failed 
to file a return for the year 1934 in compliance with Sec¬ 
tion 351 of the Revenue Act of 1934. 

8. The Board erred in entering decision for the Respon¬ 
dent, Commissioner of Internal Revenue, upon the j facts 
found by it in this proceeding. 

WHEREFORE, your Petitioner prays that this Honor¬ 
able Court may review the said findings, decision, opinion, 
and order of the United States Board of Tax Appeals and 
reverse and set aside the same, and that the Clerk of the 
United States Board of Tax Appeals be directed to trans¬ 
mit and deliver to the Clerk of this Court certified copies of 
all and every document necessary and material to th<f pre¬ 
sentation and consideration of the foregoing petition for 
review as required by the rules of the said Court and stat¬ 
utes made and provided. 

NORMAN B. FROST 
Attorney for Petitioner. 

District of Columbia, ss 

Norman B. Frost, being duly sworn, says that he is the 
attorney of record for Petitioner Seaboard Small Loan 
Corporation; that he has read the foregoing petition and 
is familiar with the statements contained therein a and 

that the facts therein stated are true except those 
31 stated to be upon information and belief, and those 

he believes to be true. 

NORMAN B. FROST 

Subscribed and sworn to before me this 14th day of De¬ 
cember, 1940. 

ELIZABETH R YOUNG 
Notary Public, D. C. 

My Commission as Notary Public expires February 28, 
1945. 

32 U. S. Board of Tax Appeals 

Filed May 27, 1940 

Excerpts from Transcript of Hearing at Washington, ;D. C. 
Mav 14, 1940 

Proceedings 

The Clerk: Number 98375, Seaboard Small Loan;Cor¬ 
poration. 

i 
I 
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Mr. Frost: Ready for the Petitioner. 
Mr. Bayer: The Respondent is ready. 
The Member: Have you entered your appearances for 

the record? 
Mr. Frost: Norman B. Frost, appearing on behalf of 

Petitioner. 
Mr. Bayer: Philip A. Bayer, appearing for Respondent. 
The Member: Have you a short statement to make as to 

the issues involved in this proceeding? 
Mr. Frost: If Your Honor please, there are two cases, 

the Seaboard Small Loan Corporation case, which I think 
is Docket No. 98375, and the Seaboard Security Company, 
Inc., case, •which is Docket No. 98376. 

Those two cases involve generally the same situation, 
but when you get down to certain specific facts they are 
different. I spoke to Mr. Bayer about the matter a little 
while ago, as to whether or not we could take the testimony 
of the witnesses concurrently in each case but keep them 
separate insofar as the decision of the Board is concerned. 

It is a rather unusual situation. Both of them are in 
33 the same business; both of them are organized by 

the same people; but one operated exclusively in the 
State of Georgia and the other operated in other states 
where the laws were different and, consequently their book¬ 
keeping records were different. 

The Member: It would not be possible to consolidate the 
two cases for hearing? 

Mr. Frost: I think not. I think when the Board comes 
to make a decision it will, of necessity, have to view’ the 
facts differently. 

My only suggestion, in the interest of saving time, is that 
there will be much testimony that is general regarding the 
situation of both of them, and when wTe get down to the tes¬ 
timony that is specific regarding the Seaboard Security 
Company I wall call attention in the record to that, and thus 
mark it out and isolate it. 

The Member: I should think that would be satisfactory. 
Mr. Bayer: I do not see any objection to consolidating 
them myself. The testimony could then show w’hat applies 
to one case and v’hat applies to the other, and w’hat applies 
to the general situation. 



SEABOARD SMALL LOAN CORP. VS. HELVERING. j 25 

The Member: The Petitioner does not seem to wislj to 
make a motion to consolidate; but it can be stipulated in the 
Seaboard Security Company case that the testimony ad¬ 
duced in the other case will be applicable, and the situation 

mil be taken for granted, as if it had been putj in 
34 in the other case. 

Mr. Bayer: I have no objection to that. 
The Member: The Member’s statement is agreeablej to 

the Petitioner, is it? 
Mr. Frost: It is. 

35 Evidence on Behalf of Petitioner: 

Thereupon, the petitioner, to maintain the averment^ of 
his petition, introduced the following proof: 

Mr. Rolf Nugent, called as a witness by and on behalf of 
the Petitioner, having been first duly sworn, wras examined 
and testified as follows: 

Direct Examination 

By Mr. Frost: 

Q. Your name is Rolf Nugent? A. Yes, sir. 
Q. And you are from New York City? Is that correjct? 

A. Yes, sir. 
Q. What is your business affiliation in New York Cfty, 

Mr. Nugent? A. I am director of the Department of Con¬ 
sumer Credit Studies of the Russell Sage Foundation. 

36 Q. Will you please state briefly what the Russell 
Sage Foundation is? A. The Russell Sage Founda¬ 

tion was incorporated in 1906 under a special act of the 
New York legislature as an endowed research and educa¬ 
tional institution. It was chartered to improve social and 
living conditions in the United States; and its income was 
derived from an endowment contributed by Mrs. Russell 
Sage. 

Q. Does it operate at all for profit or gain? A. No, sir. 
Q. What, if anything, has the foundation had to do With 

what is generally known as uniform small loan legislation? 
A. Very early in the history of the foundation it became 
interested in the small loan problem as a social problem. 
It directed two pioneering studies toward the salary l<|)an 
business and the chattel mortgage loan business, back| in 
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1907 and 1908, as a result of which it determined to establish 
a department for continuous study. 

Out of this study has grown recommendations for the 
creation of a good many types of consumer credit agencies, 
such as the credit union, the remedial loan association, and 
so on; and also out of this study has come a recommenda¬ 
tion of a standard regulatory small loan law, which has since 

become known as the uniform law. 
37 Q. Was that uniform law drafted in the Russel 

Sage Foundation? A. It was. 
Q. When was the first draft made? A. The first draft 

was made in 1916, although experimental drafts somewhat 
similar had already been proposed and enacted by several 
legislatures. 

Q. What, if anything, has been done with respect to keep¬ 
ing that standard draft abreast of the times since its first 
formation? A. The standard act has been amended six 
times bv the Russel Sage Foundation in order to clarifv 
the wording at points where its meaning was doubtful and 
in order to prevent abuses that were continually discovered 
by lenders who sought to evade it. 

Q. By the way, Mr. Nugent, I neglected to ask how long 
you have been connected with the Foundation? A. I came 
to the staff of the Russell Sage Foundation in 1926, and I 
have been there ever since, except for brief excursions into 
the Federal Government service. 

Q. W7ill you please state briefly, without elaboration, the 
problems that the Foundation found that seemed to neces¬ 
sitate a uniform law? 

Mr. Bayer: If Your Honor please, I have to object to 
this. I think it is entirely immaterial what the Rus- 

38 sell Sage Foundation found as to the small loan com¬ 
panies in general. We have here a specific company 

this morning and a specific question; that is, the income of 
this particular company, and not the small loan industry as 
a whole but of this particular company. I think all of this 
about what the Russell Sage Foundation did or found as to 
the industry as a whole is entirely incompetent and imma¬ 
terial. 

The member: The objection is overruled. 
Mr. Bayer: An exception, please. 
The Member: An exception is noted. 
The Witness: Will you repeat the question, please ? 
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(The question was then read by the Reporter) 

The Witness: The first thing was that they discovered 
through their investigations that rates of interest w’ejre 
terrifically high in the small loan field. That was particu¬ 
larly true of loans of small sums, namely, from $5 to $1()0, 
secured by salary assignments and chattel mortgages bn 
household furniture. Also, part of the reason for these very 
high rates of charge was the ability of lenders to disguijse 
the nature of the charges. Charges were frequently split 
up into interest, fees, fines, investigation charges, service 
charges and so on. 

Third, the borrower, being poor, was unable to obtain 
justice in the litigation of his rights in small loan accounts. 

The amounts were small, and most borrowers wdre 
39 either unaware of their legal rights or were unable |to 

obtain adequate representation in court. 

By Mr. Frost: 

Q. Mr. Nugent, will you please state, if you know, approix- 
imatelv how many states have adopted substantially tjie 
provisions of your uniform act? A. About 30 states ha^e 
adopted the act in major part. 

Q. And would they or would they not include Georgia, 
Tennessee and Virginia? A. Yes, sir. I would include 
those three states. There are some rather important dif¬ 
ferences in each of the three law’s from the standard latv. 

Q. What is the maximum amount that a lender can leijid 
to an individual borrower under these acts? 

Mr. Bayer: If Your Honor please, I will have to object ito 
that. 

The Member: Yes; I think the act will have to speak fj)r 
itself. 

i 

Bv Mr. Frost: 

Q. What unusual costs, if any, did the Foundation fiijid 
or has it found inherent in the nature of making these loan£? 

Mr. Bayer: I object to the question, Your Honor. I thihk 
he should state as to this particular company. 

The Member: Objection overruled. 
Mr. Bayer: An exception, if Your Honor please.! 

40 The Member: You may proceed. 
The Witness: I think it found no unusual costs fn 

the sense that there w’ere different costs. It is a matter of 
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degree. When applied to small loans to people without se¬ 
curity and of low income, costs of investigation and servic¬ 
ing alone come very high in relation to the principal of the 
loan. 

By Mr. Frost: 

Q. Briefly, Mr. Nugent, what do you mean by investiga¬ 
tion and servicing? A. That would include investigation of 
the applications. The technique in the small loan business 
has almost always been personal calls at the home of the 
borrower. Frequently it also includes clearings through a 
credit exchange, the merchants’ credit exchange; it involves 
investigation frequently in the neighborhood in which the 
borrower lives to determine his standing in the community. 

The servicing of loans includes not only the collection of 
periodic installments, which become extensive when the in¬ 
stallments are small, but also the necessity for periodic 
follow-ups of delinquent accounts, review and revision of 
contracts when the borrower is unable to pay, and so on. 

Q. Is there any special situation with respect to outside 
collection costs? A. Yes, sir. Under the uniform 

41 small loan law it is the intent— 
Mr. Bayer: Just a minute, please. I object to this 

reference to a law that is not before the Board, Your Honor. 
The Member: I will sustain the objection. 
The Witness: Will you read the question, please? 
Or do I understand that I should not answer the question. 
The Member: That is right. You should not answer it. 
Mr. Frost: May we have the question read, Your Honor? 

(The following was then read by the Reporter:) 

“ Q. Is there any special situation with respect to outside 
collection costs?” 

Mr. Frost: Now, if Your Honor please, may he answer 
that question generally? 

The Member: Yes. 
Mr. Frost: Without referring to any specific law. 
The Member: Yes. 

By Mr. Frost: 

Q. Will you please proceed, Mr. Nugent? A. I will still 
answer without— 
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Mr. Bayer: Without telling us the intent of any act. 
That was my objection, that you started to tell us the intent 
of some law that is not before us. 

The Witness: Where you cannot attach property ahd 
where it is considered anti-social to attach wages, collection 

pressure must be constant and is, of necessity, px- 
42 pensive where collections are made by repeated in¬ 

sistence on collections rather than by legal process. 

By Mr. Frost: 

Q. Will you state whether the costs or charges to whiph 
you have just referred in answering the last question ^re 
casual or whether they are inherent in the nature of this 
business? A. They are inherent in the nature of the busi¬ 
ness. Certainly costs of collection and servicing and inves¬ 
tigation cannot be avoided if one is going to make sm^ll 
loans to people who cannot definitely prove their credit 
worth. 

Q. Mr. Nugent, have you written any books or treatises 
or articles on small loan matters? A. Yes, sir. 

Q. Will you state some of them, please? A. I am the 
author of a book published last year, entitled “Consumjer 
Credit and Economic Stability”. I am co-author of a bojok 
published in 1935 entitled “Regulation of the Small Lohn 
Business”. I am co-author of a book entitled “The Credit 
Union” and a book published by the Bureau of Labor Sta¬ 
tistics, called “Wage Executions for Debt”. 

Q. Those will be sufficient. Have you compiled, Mr. Nu¬ 
gent, or have you had compiled under your direction statis¬ 
tics showing generally expenses of small loan licensees ? A. 

We have. 
43 Q. In what year was that published? A. This par¬ 

ticular compilation was published in 1935. It covets 
the period from 1929 to 1933. 

Q. Have you there those statistics up to date so as to 
cover 1934? A. I have. 

Q. Have you with you loose sheets or charts which shqw 
the general allocation of expenses of small loan companijes 
for the years 1929 through 1934? A. No, sir. It is for tie 
years 1934 through 1938. 

Q. Will you state, Mr. Nugent, the source of the figures 
that are contained in those charts? A. These figures ajre 
derived either from official reports of State Bank Depart- 
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ments or other State agencies which have supervision over 
small loan licensees or from accountants’ reports that were 
prepared in behalf of the small loan business. In either case 
the data used are based upon sworn reports of small loan 
licensees to the state. 

Q. Does that break down the chart into different states? 
A. This analyzes the relationship of various items of ex¬ 
penses to the average outstanding loan balance. 

Q. And you know these charts are accurate, based upon 
the sources which you mentioned ? A. Yes, sir. 

Mr. Frost: If Your Honor please, we offer these 
44 as Petitioner’s Exhibit No. 1, with appropriate alpha¬ 

betical subdivisions as a general exhibit, showing the 
background and nature of this business. 

Mr. Bayer: I object, Your Honor. I cannot see any 
grounds upon which this document would be admissible in 
evidence. First of all, everything in it is hearsay. If they 
want to prove the expenses of this company, the books and 
records are the best evidence of those expenses. 

As to the industry as a whole, I think it is entirely imma¬ 
terial as to what expenses other companies have. We have 
here a particular company, and that is the only company 
in winch we are interested. What were their expenses? 
What was their income? 

This document here was prepared not by the witness, al¬ 
though I understand he collaborated in preparing it; it is 
prepared from accounting records and other reports filed, 
which I certainly think are hearsay. There is nothing here 
that I can cross-examine on and ask whether these figures 
are correct. This witness does not know that they are cor¬ 
rect. They are correct so far as his information is concerned. 
Therefore, I object, Your Honor. 

Mr. Frost: If Your Honor please, this is simply follow¬ 
ing up the testimony that the Member ruled was proper in 
this case as showing the nature of this business into which 
vre are inquiring, and its financial history as an entire in- 

dustrv. 
* 

45 As to the hearsay question, it is not presented as 
evidence in this case to show a penny by penny itemi¬ 

zation but just a general picture of this industry and its 
costs. And we are dealing with the costs and charges in this 
industry. 
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I think this gentleman, having qualified as an expert ajnd 
he having collaborated in this, and it having been prepared 
under his direction upon the basis of these sworn reports 
that have come in that it is a perfectly proper exhibit alnd 
will aid the Board in seeing the background and the nature 
of this industry in which we are interested. 

Such charts are frequently accepted by courts and are 
found useful by courts, despite the fact that they were ccjm- 
piled from figures. If those figures themselves were offered 
as proving a specific fact they might be hearsay. We ^re 
not proving a specific fact by these charts; we are showing 
the nature and the background of this industry, the snjall 
loan business; and I think this witness has qualified himself 
as an expert. 

The Member: The objection is sustained on the groijnd 
of hearsay. 

Mr. Frost: If Your Honor please, may we have these 
identified and marked for identification? 

I don’t know what your practice is when a document! is 
excluded. 

46 The Member: Yes; I think they would better be 
marked. 

This document consists of five pages. 

(The said charts were thereupon marked for identifica¬ 
tion petitioner’s Exhibit No. 1.) 

By Mr. Frost: 
j 

Q. Mr. Nugent, can you tell us the outstanding loan bal¬ 
ances of personal loan companies operating in the United 
States, in round numbers ? 

Mr. Bayer: The same objection, if your Honor pleajse. 
I cannot see how this is material or how it will help ^he 
Board in determining this case. 

The Member: I will overrule the objection. 
Mr. Bayer: An exception, if your Honor please. 
The Member: My rulings are that the background in tins 

case are material. My ruling on the last objection was with 
regard to the hearsay character. 

You may answer the question, Mr. Nugent. 
The Witness: At the present time, approximately 400 

million dollars is the outstanding loan balance. 
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By Mr. Frost: 

Q. Does that represent the capital invested? A. No, sir. 
The capital would be larger. The capital invested would 
be almost a half-billion dollars. 

Q. What, if anything, have you personally had to do with 
the revision from time to time of this uniform small 

47 loan law? A. Since 1926 I have been directly con¬ 
cerned with any change in the standard form of the 

law. 
Q. Was any change made in section 13 in the last five or 

six years? A. Yes, sir. 
Q. What change was that? 
Mr. Bayer: I object. We haven’t even before the Board 

the act about which they are talking. Some reference has 
been made to a standard act, and now they are talking about 
section 13. 

The Member: What do you expect to prove by this ? 
Mr. Frost: I expect to prove, Your Honor, that while in 

the original draft the Foundation used the word in section 
13 “interest”— 

Is that correct? 
The Witness: Yes. 
Mr. Frost: That in 1937 they changed the terminology 

to “charges” for certain reasons. If the Board will per¬ 
mit it, I would like to have this question answered and then 
ask him the reasons for making that change. 

The Member: I will have to sustain the objection, Mr. 
Frost. You are asking now with regard to the change in 
the law in 1937. This proceeding involves the tax liability 
for 1934. 

Mr. Frost: My theory about the question is that it 
48 is still background, because in these three states we 

•will show that we have this uniform small loan law, 
with some variations that the legislatures have placed in it. 
in it. 

The Member: I just do not see ho-w an occurrence in 1937 
could be a background for occurrences in 1934. 

Mr. Frost: You may examine. 
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Cr os s-Examination 

By Mr. Bayer: 

Q. Mr. Nugent, are you the same Mr. Nugent who testi¬ 
fied before the United States District Court for the Dis¬ 
trict of Massachusetts in the National Loan Society cade 
in Boston? A. I am. 

Q. Do you have any connection with the Seaboard Smajll 
Loan Corporation, the petitioner here? A. None. 

Mr. Bayer: That is all. 
The Member: Is there any redirect examination? 
Mr. Frost: No, Your Honor. 
Witness excused. 
Mr. Frost: May Mr. Nugent be excused so that he may 

return to New York, Your Honor? 
The Member: Yes; he may be. 
Mr. Frost: I will call Mr. Dwight N. Burnham. 

49 Dwight N. Burnham, called as a witness by and oh 
behalf of the Petitioner, having been first duly sworn, 

was examined and testified as follows: 

Direct Examination 

By Mr. Frost: 

Q. You are Dwight N. Burnham? A. Yes, sir. 
Q. What is your business? A. Certified Public Accoun¬ 

tant. 
Q. How long have you been a Certified Public Accountant ? 

A. Since 1920. 
Q. Are you authorized to practice in the District of Co¬ 

lumbia? A. I have a certificate of North Carolina and cif 
1 

the District of Columbia and am licensed to practise as |a 
certified public accountant in the District of Columbia by 
the Board of Accountancy for the District of Columbia. 

Q. Where are your offices? A. In the Denrike Building. 
Q. How long have you had any connection in any account¬ 

ing capacity with the Seaboard Small Loan Company or the 
Seaboard Security Company? A. With the Seaboard Smajll 

Loan Corporation since its organization in 1924 an|l 
50 with the Seaboard Security Company since 1930. 

Q. And was Scott B. Appleby one of the organizers 
of the Seaboard Small Loan Corporation? A. He was. 
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Q. Did you have anything to do with auditing the same 
business offices that went into the corporation prior to the 
formation of the corporation? A. Not in the actual auditing 
of the offices but in the preparation of final reports and in 
the development of income tax information and the prepara¬ 
tion of income tax returns for some three years prior to 
1924. 

Q. That is, you had had experience for three years? A. 
With the individuals. These offices that went to form the 
Seaboard Small Loan Corporation and later the Seaboard 
Security Company were offices that had been privately 
owned and operated by Scott B. Appleby and his associates 
as individuals prior to the incorporation in 1924. 

Q. When the Seaboard Small Loan Corporation was 
formed in 1924 did you have anything to do with the setting 
up of its books ? A. I did. I determined the system and the 
method of recording in the central office, and we adapted 
and changed some of the systems of recording in the branch 
offices and in the operating offices to conform to our central 
accounting. 

Q. State briefly what, if anything, you had to do in 
51 connection with the formation of the Seaboard Se¬ 

curity Company? A. Nothing whatsoever except to 
record the separation of the office that constituted that cor¬ 
poration from the original Seaboard Small Loan Corpo¬ 
ration. 

Q. What was that? Was that by way of advice or con¬ 
sultation? A. No; by simply making the book records. 

Q. Of your own personal knowledge do you know’ why the 
Seaboard Security Company was formed? A. Yes; the 
Seaboard Security Company was formed to take over an 
Atlanta office that had for some six months operated under 
the Seaboard Small Loan Corporation, by reason of the 
law in Georgia which would tax a foreign corporation. 

Mr. Bayer: I object to his telling what the law is in 
Georgia. 

The Member: I will overrule the objection. He is tell¬ 
ing why the corporation was formed, and I understand he 
is just giving his concept of the Georgia law which moti¬ 
vated the formation, which may be either a correct state¬ 
ment of the law or not a correct statement of the law. I do 
not understand this wdtness’ testimony with regard to the 
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contents of the law of Georgia will be binding upon tile 
member. 

The Witness: May I answer it in this way, by statinig 
because we ■were advised that that was the effect of 

52 the law. We were advised that the effect of ttfe 
Georgia law would be to tax all of the assets of the 

corporation because there was a branch office in Georgia. 
Following that advice the Georgia office was separated 

from the Seaboard Small Loan Corporation and became 
then the property of the Seaboard Security Company, aiid 
a Georgia Corporation. 

By Mr. Frost: 

Q. Mr. Burnham, with respect to the Seaboard Small 
Loan Corporation what records were kept under your di¬ 
rection? A. We maintained in the central office in Wash¬ 
ington for some years, and then for a short period of tirrle 
in Norfolk, Virginia, and then back again in Washington, ja 
complete set of double entry records that we build up frojn 
the daily reports of each of the operating offices, showing 
as to each office the total number of new loans and rechecks 
made each day, the total number of loans paid off each day, 
the total amount of money loaned each day, the total amount 
received on principal, and the total amount collected frotn 
each borrower when he made a payment applicable to tile 
charges as authorized by the law. 

Q. How were those source figures transmitted to tile 
Home Office here? A. They were made up from the books 

and records kept in each one of the operating office^, 
53 and this information, as well as other information 

giving the status of the bank account and of all ex¬ 
penditures, was transmitted in daily reports over the sig¬ 
nature of the manager of each office. 

Q. Have you the books and records of the Seaboard Smalll 
Loan Company? A. I have. 

Q. Do you have the books and records of the Seaboard 
Security Company? A. I do not. 

Q. With respect to the Seaboard Small Loan Corporation, 
Mr. Burnham, you have been requested to prepare certain 
income and expenditure statements and other material fro|n 
the books and records, have you not? A. I have been. 
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Q. Will you please refer to a sheet prepared by you, 
marked “Seaboard Small Loan Corporation. Income and 
Expenditure Statement. Calendar Year 1934”, and tell us 
from what portion of the books the data contained on that 
sheet were taken? A. All of this information is in the 
ledger accounts of the corporation in some seven different 
accounts that are represented in this book which is here 
before me. 

Q. Will you tell us the nature of those accounts ? A. The 
gross earnings, the expense accounts, general expense 

54 accounts, as we call it, really consolidated, the cash 
account, the bad debts collected and the bad debts 

charged off and, in addition to that, the detailed records 
of each one of the seven offices. 

Q. And the earnings of those offices are listed on the 
statement? A. Thev are listed on the statement bv each 

• * 

office. 
Q. Does that sheet to which we have referred clearly and 

truly reflect the gross income of these offices and truly re¬ 
flect the corporation’s records of the other items listed here? 

Mr. Bayer: I object, Your Honor. That is a conclusion. 
The books and records are the best evidence as to what they 
show. 

The Member: As I understand it, the question really is, 
are these true transcriptions from the original books of 
entry? 

Mr. Bayer: Of course, Your Honor, if he wants to ask 
that I have no objection. 

Mr. Frost: Yes; but I did not ask it quite so concisely. 
But that is my intention. 

Bv Mr. Frost: 

Q. Are these correct transcripts from the original books ? 
A. They are. And they are the figures included in the tax 
return for the corporation for 1934, which I believe I swore 

to as the preparing accountant. 
55 Mr. Frost: If your Honor please, we offer this 

sheet as a convenience for everybody. 
The Member: Rather than go through the books and of¬ 

fer the books? 
Mr. Frost: Yes, Your Honor. I say that on the record 

we will make such disposition of the original books— 
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The Member: As I understand it, the books will be avail¬ 
able to counsel for examination. 

Mr. Frost: Yes, Your Honor. 
Mr. Bayer: Do I understand the original books are hpre 

available ? 
Mr. Frost: Yes; and they will be available to you at iny 

time you wish to examine them. 
The Member: Do you wash to have this marked? 
Mr. Frost: Yes, Your Honor. 
The Member: And you offer this exhibit No. 2 in Evi¬ 

dence ? 
Mr. Frost: I do. 
The Member: Is there any objection? 
Mr. Bayer: No objection. 

(The income and expenditure statement, so offered 
and received in evidence, was marked Petitioner’s Exhibit 
No. 2, and made a part of this record.) 

By Mr. Frost: 

Q. Mr. Burnham, have you also prepared a paper entitled 
“Seaboard Small Loan Corporation, recapitulation 

56 of data at end of each year”? A. I have. 
Q. Briefly, wdiat does that paper show? A. Tjhat 

papers shows as of the end of each of the calendar v^ars 
from 1924 through 1934 the cash balance, the loan balahce, 
the amount of capital and surplus of the corporation, the 
amount of its liabilities, the taxable income for the period 
in question, and the amount of dividends and income t^xes 
which were paid out during each of the calendar years, j 

Q. Are those figures a correct transcript from your orig¬ 
inal books of record? A. They are, and directly from! the 
accounts which are here before me. 

Q. Is this a copy of an exhibit which you prepared and in¬ 
troduced in the case last year, the 1932 case (indicating) ? 
A. Yes, sir. 

7 j 
Mr. Frost: We offer that as Petitioner’s exhibit N<j>. 3. 
Mr. Bayer: I object, Your Honor. It is entirely irrele¬ 

vant and immaterial so far as this particular case gjoes. 
What the situation was back in 1924 to 1933 certainly has no 
bearing on whether or not this company comes within Sec¬ 
tion 351 in 1934. I 
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Mr. Frost: If Your Honor please, as part of our case— 
and perhaps I did not make it clear in my opening state¬ 

ment—we expect to show that these companies were 
57 active business companies, not merely incorporated 

pocketbooks but companies that were doing an active 
business, using and utilizing and using their capital. 

The Member: At this time I am not able to sav with final 
definiteness to what extent this is material; but I will over¬ 
rule the objection. 

Mr. Bayer: May I make one more observation before you 
rule, Your Honor? 

The Member: Yes. 
Mr. Bayer: I just happen to notice that there is one col¬ 

umn of taxable income. Certainly that is objectionable to 
have the witness tell us what is the taxable income espe¬ 
cially in view of the fact that we have 1934 right on this 
schedule. 

The Member: I do not anticipate that the contention will 
be made that the introduction of this exhibit will be binding 
upon the member as to what the taxable income is either 
this year or any other year. 

Mr. Frost: No, sir. And I would like to clear that up, 
if I may. 

The Member: I will overrule the objection. 
Mr. Bayer: An exception, if Your Honor please. 

(The statement of recapitulation of data at end of each 
year, so offered and received in evidence, was marked Peti¬ 
tioner’s Exhibit No. 3 and made a part of this record.) 

58 By Mr. Frost: 

Q. Mr. Burnham, have you also prepared a paper entitled 
“Seaboard Small Loan Company. Analysis of 1934 Income 
Data”? A. have. 

Q. Will you please state what you have attempted to 
show bv that chart ? A. I have elearlv stated everv classi- 
fication of gross income for the corporation, which 
amounted, according to the records and the data here, to 
$301,225.06. I have then shown 80 per cent of that amount, 
which is $240,980.05. Then I reflect the gross income from 
the Tennessee offices during the year 1934, which was col¬ 
lected at 3.5 per cent on the unpaid balances according to 
the records of the offices. This amounted to $75,789.91. 
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I have then taken one-half of one per cent interest as be¬ 
ing the charge specified, as I have been informed, by jhe 
Tennessee law, and that amounts to $10,827.13. Then I shpw 
the three per cent of the total charges, $64,962.78. 

Mr. Bayer: Just a minute, please. When you see hie 
standing up would you mind stopping? You have been be¬ 
fore this Board before, and you know that means that I 
would like to make an objection. 

Mr. Frost: Anything that you object to, Mr. Bayer, I 
will agree might be stricken if he finished before your ob¬ 

jection. 
59 Mr. Bayer: What I wanted to object to was his 

reading the figures into this record. I do not think 
those figures are the best evidence—to have him sit thpre 
and read these figures. By sitting there and reading the in¬ 
ures into the record the damage is done before I get an op¬ 
portunity to make an objection. 

I want to object to his stating figures in the record, which 
are not the best evidence. The books are the best evidence. 

Mr. Frost: For the purpose of this preliminary inquiry, 
if Your Honor please, I would be glad to have physically 
stricken from the record the actual figures, if it will save 
time, and ask Mr. Burnham to say what he has shown with¬ 
out stating the exact figures. 

The Member: I think he has stated enough to identify 
this as an exhibit. Do you want to offer this as an exhibit ? 

Mr. Frost: Yes, Your Honor. 
Mr. Bayer: I object. 
The Member: The clerk will mark it. 

(The said chart, showing analysis of 1934 income d^ta, 
was marked for identification Petitioner’s Exhibit No. 4.) 

Mr. Bayer: I object to the receipt of this in evidence. 
First of all, it does not appear to be based upon any recbrd 
of the company; it is an interpretation placed upon those 

records by this witness. For instance, “interest ajnd 
60 charges, small loans”; there has been no evidence Vet 

there is anything except interest on small loans. Tjhis 
document shows it is interest and charges. There is no evi¬ 
dence here to show where on the books it shows that thfese 
are charges. We do not have the notes or the written docu¬ 
ments on which these amounts were paid. 
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Secondly, it breaks up certain charges from the Tennes¬ 
see offices, 3.5 per cent unpaid balance and 1.5 per cent. Cer¬ 
tainly it appears to me that it is not a document which has 
any evidentiary value whatever. 

The Member: My feeling on the matter is that it is not 
evidentiary; it is argumentative. This might be very help¬ 
ful in a brief to be submitted on the question, but so far as 
proof of evidentiary facts is concerned, I do not understand 
that it is offered for that. 

Mr. Frost: No, sir. Of course, I could ask this witness a 
few questions from the books. 

The Member: I will sustain the objection. 
Mr. Frost: Then, I will go through the procedure of ask¬ 

ing the witness specific questions, with the permission of the 
Board. 

I will say to the Board, in explanation of that, that I sim¬ 
ply had that paper prepared in what I thought w’ould be a 
convenient form for the Board and for all parties. 

The Member: I understand it w’ould be a conveni- 
61 ence. I understand upon reading it wiiere it might 

be very proper in your brief to be filed. But it is 
more or less a mathematical contention based upon certain 
facts wilieh may or may not be in the record up to this time 
but which in all probability should be in the record. 

Bv Mr. Frost: 

Q. Mr. Burnham, are the data given on this sheet all given 
in the taxpayer’s income tax return for 1934? 

Mr. Bayer: Answer that yes or no, please. 
The Witness: I cannot answer it yes or no. 

By Mr. Frost: 

Q. By the wTay, w*as the taxpayer on a calendar year basis 
in 1934? A. Yes, sir. 

Q. In the taxpayer’s calendar year 1934 what was its total 
income from all sources? 

Mr. Bayer: I object. The books are the best evidence. 
The Member: I assume that the answer of the witness is 

going to be based upon the books which he has before him 
and that the books, on these questions, will be subject to in¬ 
spection for the purpose of cross-examination by counsel for 
the Respondent. 

Mr. Frost: Yes, Your Honor. 
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Mr. Bayer: They have already put in evidence Exhibit 
No“ 2. 

62 The Member: This may be repetition, but the ob¬ 
jection is not on that ground. 

I will overrule the objection. He may answer. 
The Witness: May I have the question read ? 

By Mr. Frost: 

Q. What was the total income of the Seaboard Small lioan 
Corporation for its taxable year, which I understand was 
the calendar year 1934? A. $301,225.06. 

Q. And on your books does it show that in that year you 
received any dividends? If so, in what amount? A. $2,- 
972.00. 

Q. In that year did you receive any moneys by way of jbad 
debt recoveries? If so, in what amount? A. $29,485.0?}. 

Q. In your books, if you refer to cash overages, ydiat 
would that mean on your books? A. The offices had net 
overages not otherwise accounted for, probably just cash 
changes and errors in making change, amounting to $14.45. 

Q. During that year did the corporation have any bcjmds 
on which it received interest? A. It did. 

Q. If so, to what extent? A. $6,443.00. 
63 Q. Did the corporation receive any income in 

from rental of properties? A. It did; $12,225. 
Q. Can you state from your books and records what in¬ 

come the corporation received in 1934 from loans made in 
the state of Tennessee in the Tennessee offices? A. May I 
have the question again, please? 

Q. Can you state from your books and records wha^; in¬ 
come the corporation received in 1934 from loans made in 
the state of Tennessee in the Tennessee offices? A. $75,- 
789.91. 

Q. Did the corporation made any bad debt recover^ in 
1934? A. The corporation as a whole recovered previously 
charged off bad debts in the sum of $29,485.05. 

Q. With respect to the charge-off of bad debts and the 
recovery of bad debts, what was the accounting practicb of 
the corporation with respect to charging off these loans? 
A. It was an administrative policy rather than an account¬ 
ing policy. But regularly every six months each branch of¬ 
fice submitted a schedule of accounts giving the loan card 
number, the name, the amount of the unpaid balance, and 
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the reason why the manager deemed it uncollectible. These 
sheets were inspected by us, totaled, and a charge made 

against income and credited to the outstanding loan 
64 balances, the total of the space of these loans, and 

every sought to recover as much of these bads debts 
as possible. And whenever a bad debt or when an item that 
had been charged off as a bad debt was collected, it was 
specifically reported in a separate section of the daily re¬ 
port and immediately became a part of the account of bad 
debts collected which in our accounting we reflected as part 
of the income to be reported as taxable. 

Q. When you recovered a bad debt after it was charged 
off to what extent was that a recovery of principal and to 
what extent was it a recovery of accrued interest ? A. There 
never was any interest accrued on these loans. Wre were in¬ 
formed that that was against the law, and we never accrued 
interest on these loans. 

Q. Do you have before you a copy of the Seaboard Small 
Loan Corporation Income Tax Return for 1934? A. I have 
my original pencil copy; yes, sir. 

Q. Can you state whether or not that return reflects the 
bad debt recovery of $29,485.05 to which you have testified ? 
A. Yes, sir; it does. 

On Line 21 of form 1120, for the calendar year 1934 of the 
Seaboard Small Loan Corporation, there appears charged 
off $31,201.13; collected prior year, $29,485.05; and that left 
a net deduction of $1,716.08 included and extended on line 

21. 
65 Q. \Yas that method of reporting these bad debt 

charge-offs accepted by the respondent for 1934 ? A. 
The result was accepted. The revenue agents usually— 

Mr. Raver: Just a minute, please. 
Mr. Frost: I will not insist, if you object. 
Mr. Bayer: Do not go into the revenue agents. 
The Witness: The net result was accepted. It was in¬ 

cluded as taxable income. 
Mr. Frost: May I go off record for just a moment, if 

Your Honor please? 
The Member: Off the record, please? 

(Thereupon, an informal discussion occurred which the 
Reporter was directed not to record.) 
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By Mr. Frost: 
i 

Q. Mr. Burnham, was any consideration ever given 16 the 
possibility of allocating costs to each individual loan iii the 
Seaboard Small Loan Corporation system? If so, whatjwas 
the situation with respect to that from an auditing and book¬ 
keeping standpoint ? 

Mr. Bayer: I object upon the ground that it is entirely 
immaterial. 

The Member: Objection overruled. 
You may proceed. 

Mr. Bayer: An exception, if Your Honor please. 
66 The Member: You may answer the question. jVVas 

anv consideration given to it? 
V V_' 

The Witness: As one of the advisers of the management 
and with the management we discussed the question ot de¬ 
tailed accounting records and classification of costs of! dif¬ 
ferent types in connection with the loan offices. 

By Mr. Frost: 

Q. From a practical standpoint what was the situation 
with respect to allocating the costs of each individual loan 
on your books? A. I contended that it was an ideal thing 
and that, if possible, we should work it out and develop that 
information. But my actual test of the operations of, the 
office forced me to recommend, in the interest of efficient 
operation and economy, not to attempt such a detailed 
analysis. 

Q. From an accounting standpoint did it prove practical 
or impractical? 

The Member: I understand it was not put into operation. 
The Witness: Because the cost was prohibitive. Wejcon- 

sidered that it was impractical from that standpoint, Ithat 
is, the cost of developing this information would be prohibi¬ 
tive. 

By Mr. Frost: 

Q. Were you personally engaged in checking this year 
1934 with the agents of the respondent, the Comlmis- 

67 sioner? A. I was. 
Q. How many times were the books checked b^ the 

agents? A. The regular examining agent checked them 
twice, and with the representative of the special intelligence 
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office they further developed certain information from the 
books and the records. 

Q. And you personally collaborated in those checks? A. 
With the two of the revenue agents; yes, sir. When the 
special agents were in on it they came in without notifying 
me, and when I asked them for their authority and what 
they were doing in the records they promptly left, and then 
later they asked me for certain information, which I pre¬ 
sented to them. 

Q. During the course of those examinations in 1934 when, 
if ever, was the question raised as to whether the corpora¬ 
tion should file a form 1120II as a personal holding com¬ 
pany? 

Mr. Bayer: I object to that. I do not see the materiality 
of when it wms raised. 

The Member: This is with regard to vrhat? 
Mr. Frost: There is a penalty in this assessment for fail¬ 

ing to file form 1120H, and, if the Board permits me, my 
purpose is to show this act was adopted in May of 1934; that 
the question of whether it should file this special return 

under that act of May 10, 1934 although the revenue 
68 men were constantly on the books, was never raised, 

I think, until 1937, and then the tax payer filed an 
unsigned return with a letter of transmissal saying that he 
did not think he was a personal holding company. In other 
words, it is just the factual situation. 

The Member: I will overrule the objection. I have much 
the same question involved in another case that I have not 
vet decided. Without anv verv strong belief in the ma- 
teriality, nevertheless until I have finally decided the ques¬ 
tion in this case or in the other case I will overrule the ob¬ 
jection. You may answer the question. 

Mr. Frost: It might make it simpler if the Board please, 
for the Board to reserve the right to strike it later if you 
think it is immaterial. 

By Mr. Frost: 

Q. When was this question first raised, Mr. Burnham? 
A. In Bureau Letter IT :4, D&H, dated October 20, 1938. 

Q. Do you have with you that original letter? A. Yes, sir. 

By Mr. Bayer: 

Q. What was the date ? A. October 20,1938. The original 
letter was dated October 21, 1937. 
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Q. What question are you answering there, Mir. 
69 Burnham? A. I was just seeing the original lettejr, 

starting when this case was originally started. 

By Mr. Frost: 

Q. What, if anything, was ever done with respect to fur¬ 
nishing the information called for by form 1120H? A. Th^t 
form was filed. It was prepared and filed with the Buredu 
without signature. And my records show that the form wals 
submitted with a letter from your office, of which I do n<j>t 
appear to have a copy. 

Mr. Frost: With the consent of counsel for 
and of the Board we will read into the record a 
April 15, 1938, on the letterhead of Frost, Myers and Tow¬ 
ers, addressed to Revenue Agent Bravin, Room 1042, Reve¬ 
nue Building, 10th and Constitution Avenue, Washington, 
D. C. 

“Dear Sir: 
“At your specific request, as a matter of courtesy to yoju 

as the Bureau of Internal Revenue auditor directed to in¬ 
vest the return of the hereinafter named taxpayers, said 
taxpayers have prepared and hand you herewith the returns 
specified below, upon form 1120H, being form for ‘retur^i 
of personal holding company \ You will note these returns 
are unsigned. They are submitted upon the absolute under¬ 
standing that the taxpayers, and each of them, deny thsj.t 
they occupy any status as personal holding companies ufi- 

der Section 351 of the Revenue Act of 1934 or under 
70 any other provision of that or any other Revenue Act. 

The said taxpayers affirmatively assert at this time 
that they are not personal holding companies within thje 
meaning of the Revenue laws and, consequently, cannot tye 
legally called upon to or compelled to execute and file returp 
on the form 1120PI. 

The unsigned returns attached hereto, by way of couif- 
tesv, are the following: Seaboard Small Loan Corporation, 
calendar years 1934 and 1935; Seaboard Security Company, 
calendar years 1934 and 1935; and Southern Security Comj- 
pav, calendar years 1934 and 1935. 

“Bv wav of further courtesv to vour Bureau, and in ordef 
to aid whatever audit, but without in anywise binding thp 
taxpayer, or any of them thereby, I am attaching hereto ft 
memorandum incorporating what I understand to be thp 

Respondent 
letter dated 
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true situation respecting these corporations. I do not war¬ 
rant that the information contained in this memorandum is 
correct, and submit it only upon the understanding and con¬ 
dition that it is an informal memorandum and is not to be 
used in any litigation growing out of the information. 

“Very truly yours,” 

That is signed Norman B. Frost. 
With the consent of Mr. Bayer we offer a copy of the Sea¬ 

board Small Loan Company return on form 1120H. 
71 The Member: Is there any objection? 

Mr. Bayer: I have no objection to its being re¬ 
ceived as a paper referred and just read in evidence. 

Mr. Frost: That is correct. 
Mr. Bayer: Calling the Board’s attention to the fact 

that the original of that document was neither signed nor 
sworn to? 

Mr. Frost: That is correct. 
Mr. Bayer: That is agreeable to you ? 
Mr. Frost: Yes. 
Mr. Bayer: I make that statement because sometimes the 

originals are signed and the copies are not. In this case 
the original is neither signed nor sworn to. 

The Member: It is accepted. 

(The said document, so offered and received in evidence, 
was marked Petitioner’s Exhibit No. 5 and made a part of 
this record.) 

By Mr. Frost: 

Q. Mr. Burnham, do your records show how many loans 
the Seaboard Small Loan Company had outstanding, that 
is, how many individual loans, at the beginning of the year 
1934? A. Yes, sir. 

Q. Will you give us that figure ? A. The loans at the be¬ 
ginning of the year 1934 were 8,902 in number and at the end 

of the year 1934 were 10,035 in number. 
72 The Member: You have finished your direct exam¬ 

ination? 
Mr. Frost: Yes, Your Honor, on this Seaboard Small 

Loan Company. 
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Cross-Examination 
i 

By Mr. Bayer: 

Q. What position do you hold with the Petitioner? A. jl 
have been its certified public accountant; but no position. 
I am an independent practitioner of accountancy and served 
this concern as I have served several hundred others. 

Q. Just what is your connection? Do you make annuhl 
audits or monthly audits, or what service do you render to 
petitioner? A. The services have varied from 1924 to 19$4 
from initial preparation and outline of the accounting sys¬ 
tem and the revision of it for various offices, which took 
several months of continuous time and effort in those earlier 
years, to quarterly audits, then annual audits, and the 
preparation of their tax returns and their financial state¬ 
ments. 

Q. How about the year 1934? What was your connection 
with the petitioner? A. In 1934 we were making semi-ail- 
nual audits, prepared tax returns for this corporation, oir 
for these corporations, and, in addition to that, I made ah 

examination and investigation of the operation df 
72 certain offices, but not as an employee but purely ate 

an independent contractor practising the profession 
of accountancy. 

Q. The books were not kept under your supervision, wer£ 
they? A. Yes, sir. They were kept under my supervision 
because I supervised all of the records. They were kept 
under my supervision to that extent. But as to my indi¬ 
vidual direction of the employees, no. 

Q. How many audits did you make in 1934? A. Thjj 
semi-annual. But I also said in the meantime I made hh 
vestigations of the operations of several of the offices. 

Q. On petitioner’s Exhibit No. 2 you show income, gros£ 
earnings, Norfolk, Virginia, $25,034.82. Now, will you shovf 
me that account? A. Yes, sir. 

Q. The account that you are showing me is headed whatf 
A. Interest account. 

Q. Interest account? A. Yes. 
Q. And what is this book which you have here? A. Th<j 

general ledger of the corporation. 
Q. It is the general ledger of the corporation? A. Yesi 
Q. So on the general ledger of the corporation the figurq 

I 
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of $25,034.82 appears in the interest account? Is that 
74 right? A. Yes, sir. 

Q. The next figure is Richmond, Virginia, $32,000. 
That account is also headed “Interest Account”? Am I 
correct in that? Now, just answer my question. A. Yes. 

Q. Is that account headed “Interest Account”? A. That 
is included in the account. That amount is included in the 
account. 

Q. In the interest account? A. In the account headed 
“Interest” 

Q. Now, the next one, Lynchburg, Virginia, $37,694.54; 
that also appears in the accounting records of this petitioner 
in the account headed “Interest Account”? A. That is cor¬ 
rect. 

Q. Is that also true as to the next item, Roanoke, Vir¬ 
ginia, $30,451.66? A. That is true. 

Q. How about Portsmouth, Virginia, $48,396.59? A. Is 
that the total? 

Q. Yes. That is also in the interest account? A. Yes, 
sir. 

Q. How about Knoxville, Tennessee, $45,567,41 ? A. That 
is in the interest account. 

Q. And the item at Chattanooga, Tennessee, $30,- 
75 222.50? A. That is also in the account. 

Q. Have you totaled those seven items? A. They 
are not in the books as a total, no, sir. 

Q. You have them on this statement. A. I just want to 
get the total. 

Q. That figure is $221.29 there. Tell us what it is. A. 
That is in the interest account. Those eight items total 
$250,085.56. 

Q. So that last figure you read is the total of the interest 
account appearing in the records of this petitioner? Is that 
correct? A. One interest account, yes, sir. 

Q. Now, Mr. Burnham, I show’ you what has been marked 
“Respondent’s Exhibit A” for identification, and I will ask 
you if that is the income tax return of this petitioner? A. 
It is. 

Mr. Bayer: If there is no objection, at this time I will offer 
the return in evidence. 

The Member: It is received in evidence. 



SEABOARD SMALL LOAN CORP. VS. HELVERING. 

I 

49 

(The said income tax return, so offered and received iin 
evidence, was marked Respondent’s Exhibit A and made ja 
part of this record.) 

By Mr. Bayer: 

Q. Mr. Burnham, I am trying to tie in the total income 
shown on the return, $261,000 odd, with the total inconie 

shown on your petitioner’s exhibit No. 2. I think tbje 
76 difference is about $40,000, $29,000 of which is the 

bad debts collected? A. Yes, sir. 
• I 

Q. Can you tell us what the other item is? A. The other 
item is represented by the schedule, line 8, which is at¬ 
tached to the original return, which shows gross rents re¬ 
ceived of $12,225, less total expense of $10,537.30, reported 
on line 8, or $1,687.70. The additional item of difference 
there would be the bad debts of $29,485.05 and the rents o'f 
$12,225, and from this you will have to deduct also this total 
here of $1,687.70. 

Q. That is the gross income I am talking about. A. All 
right. 

Q. You said the first time that you were notified about 
the 1120H was by letter dated October 20, 1938? Is that 
correct? A. No, sir. I said the first time we were notified 
of the assessment under Section 351 was October 20, 1938. 

Q. Do you have a copy of that letter to which you re¬ 
ferred? A. Yes. 

Q. In order that the record may be straight, Mr. Burnh 
ham, the letter dated October 20, 1938 advised you of th£ 
determination or advised the company of the determinatioi|i 

of a deficiency, did it not? A. Yes, sir. 
77 Q. And it had no reference that letter instructing 

you to file a return or instructing the company to file 
a return? A. Just a moment, please. I do not recall thajt 
there was any reference in this letter, but the letter will 
show for itself—the letter and the statement. 

Q. So that if on direct examination you said that the first 
time the Bureau of Internal Revenue advised you or advise4 
this petitioner that they should file a form 1120H was bv 
letter dated October 20,1938, that statement was erroneous!, 
was it ? A. I would not concede that, because I want to find 
out from the record where I made such a statement. 

i 

i 
i 
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Q. I said “if”. A. I do not care to have such a statement 
in the record. I want to get that statement which was in 
error and I want to see if I did. 

Q. If the Reporter will read by question I think he will 
find I said “if you said that”. 

The Member: In view of the fact that we have the letter 
in the record the answer is obvious that if he did say that 
he was mistaken. The first reference was to section 351. I 
think that was the question. 

The Member: You may proceed. 

By Mr. Bayer: 

Q. You also testified on direct examination as to 
78 the number of loans outstanding? A. Yes. 

Q. From where did you get that information? A. 
From the reports of the various offices as they 'were sub¬ 
mitted to us and as they came through and as they were 
made a part of a report which I had prepared for the cor¬ 
poration at that time. 

Q. To what report are you referring showing the number 
of loans outstanding? A. Every office submitted, as I 
stated previously, a daily report, and all of those daily re¬ 
ports were later incorporated in a monthly report. That 
gave the number of loans and the total amount of loans out¬ 
standing at the beginning of the month, it showed how many 
new loans were made, how many rechecks, and how many 
loans were paid off, and it gave the total number of loans 
at the end of every month. 

Q. Just one further question, Mr. Burnham. Does the 
total of the interest account appearing on Petitioner’s rec¬ 
ords correspond with the total of interest shown on line 7 of 
respondent’s exhibit A? A. It does not, because the in¬ 
terest account which you are looking at in the book is not the 
only interest account in the book. The item on there is a re¬ 
capitulation of all interest accounts. 

Q. What other interest accounts appear? A. We 
79 had an income account that reflected dividends and 

interest on bonds and other interest or other income; 
and here you will find the item—if you will let me go back to 
this one account. The total of the interest accounts for the 
year 1934, representing the items from the offices, totalled 
$250,085.56. 
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The corporation also maintained in its records a profit 
and loss account, operations, and at the end of the year 1934 
the interest account referred to was transferred, it jvas 
closed, and the balance transferred to the profit and Ijoss 
account. In that profit and loss account we also find |the 
other items of income represented on the statement, over 
and short, $14.45. 

Q. Just a moment, please. Do I understand that over imd 
short is part of the interest reported on line 7? A. Noi 

Q. My question was, Mr. Burnham, as to the difference 
between the $250,000 and the total of $256,528.56 appearing: 
on line 7. A. Bond interest, Press Building, $3,476.45. j 

Bond interest, Asheville, 495.00 
Interest, St. Augustine bonds, 158.22 j 
Interest, note, J. M. J., 213.33 j 
Interest, Southern Security Com¬ 

pany note, 2,100.00 
Those items will balance. 

80 Q. Those items which you have just read adde(jl to 
the $250,000 appearing in the interest account yrill 

equal the amount shown on line 7 of respondent’s exhibitj A? 
A. Yes, sir. 

Mr. Bayer: That is all, Your Honor. 
The Member. Now, do you have another witness in this 

case? 
Mr. Frost: I have one more witness, Your Honor, iMr. 

Paul Appleby. 
The Member: As I understand it, all of the testimony of 

this witness which applies in general to the operation ofithe 
two companies, by stipulation will he considered as having 
been adduced in the second case. Is that correct? 

Mr. Bayer: I have no objection to that, subject to anyj ob¬ 
jections I may have had. 

The Member: Together with his cross-examination,[ob¬ 
jections, rulings and exceptions. 

If that is the stipulation, counsel for the petitioner ittav 
proceed to the examination of the witness with special refer- 
ance to the Seaboard Sccuritv Companv, Inc*., Docket [No. 
98376. 

Mr. Frost: I have another question I would like to ask. 
The Member. You may proceed. 
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By Mr. Frost: 

Q. Mr. Burnham, from your records, if you can do 
81 so, will you please state what the average loan bal¬ 

ance in these outstanding accounts of the Seaboard 
Small Loan Company was during the calendar year 1934? 
A. Roughly $134. 

By Mr. Bayer: 

Q. How did you determine the total amount of the loans 
outstanding? A. How did I determine it? 

Q. Yes. A. I determined the total amount of all the loans 
by dividing the total outstanding at the end of the year by 
the total number of loans. I have a statement here showing 
the amounts. 

Q. Where do you find the total amount of loans ? A. They 
are here in the record. 

Q. So all you did was simply to divide the number of 
loans into the aggregate amount in dollars, and the result 
was the average? Is that correct? A. Yes, sir. 

Mr. Baver: That is all. 

Witness Excused 

(Thereupon, at 12 o’clock noon a recess was taken until 
2:00 o’clock p. m.) 

82 Afternoon Session 

The Member: Gentlemen, you may proceed. 

Paul Appleby, called as a witness by and on behalf of the 
Petitioner, having been first duly sworn, was examined and 
testified as follows: 

Direct Examination 

Bv Mr. Frost: 
W 

Q. Will you please state your name? A. Paul Appleby. 
Q. Mr. Appleby, where is your residence at the present 

time? A. Washington, D. C. 
Q. What is your street address ? A. 5420 Connecticut 

Avenue. 
Q. What is your business connection? A. President of 

the Seaboard Finance Corporation. 
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Q. What companies were taken into the Seaboard Finance 
Corporation? A. The Seaboard Small Loan Corporation 
and the Southern Security Company and the Seaboard Se¬ 
curity Company. 

Q. What year was that? A. 1935, and I believe fthe 
Southern was in 1936. 

Q. The Seaboard Finance Company is a small loan com¬ 
pany, is it? A. Yes, sir. 

83 Q. How long have you been connected with |the 
small loan business, Mr. Appleby? A. Since 1911. 

Q. And originally were you associated with anybody else 
in the business? A. Before the corporation was formed I 
was associated with my brothers in the small loan business. 

Q. Your brothers? A. Yes. 
Q. When did you and your brothers enter into the busi¬ 

ness ? A. In 1900 my oldest brother started. 
Q. Will you tell us very briefly the circumstances and con¬ 

ditions under which the Seaboard Small Loan Company iyas 
incorporated? A. We formed a corporation in 1924, ^nd 
we had several small offices at that time. We did that in 
order to get credit, that is, bank credit, because we were 
constantly in need of additional capital. 

Q. And you incorporated? A. We also did that to elim¬ 
inate a lot of bookkeeping and so that we would have one 
svstem and one head office wherebv we could handle all tliiese 
records from the various offices and consolidate the worl^, 

Q. In the year 1934 what was your connection vjith 
84 the Seaboard Small Loan Corporation? A. I \yas 

Vice-President. 
Q. In what states did that corporation operate? A. Vir¬ 

ginia and Tennessee. 
Q. What offices did it have in Tennessee? A. We liiad 

two. 
Q. What offices did it have in Virginia ? A. Five. 
Q. State generally what type of business and under what 

law you were operating? 
Mr. Bayer: Just a moment, please. May I ask one ques¬ 

tion before making an objection? 
Mr. Frost: Certainly. 

Bv Mr. Baver: 

Q. Do you operate under a written license? A. Issued by 
the different states? 
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Q. Yes. A. That is right. 
Mr. Bayer: Then, I object. I think the license is the best 

evidence as to what they operated under. 
The Member: Will the Reporter read the question, 

please ? 

(The following was then read by the Reporter:) 

“Q. State generally what type of business and under 
what law you were operating.’’ 

85 The Member: The objection is overruled. 
You may answer the question. 

Mr. Bayer: An exception, if Your Honor please. 
The Witness: I will have to ask you to repeat it. 
The Member: What type of business were you operating 

and under what law? 
The Witness: We were operating under what is known 

as the uniform small loan law. We were making loans up 
to $300. 

By Mr. Frost: 

Q. Did you make any loans over $300? A. We did not. 
Q. In the Seaboard Small Loan Company did the seven 

offices that you were operating vary as to their make-up, 
personnel and method of operation? A. They were prac¬ 
tically all similar. Of course, some of them may have one 
or even two more than the others. But their general pro¬ 
cedure was the same. 

Q. What was the personnel in your typical office? A. We 
had a manager and a cashier and a bookkeeper and two 
appraisers which were, in the strict sense of the word out¬ 
side men who makes investigations, look up loans, and 
handle collections where you have to send out for them. 

Q. And you say that was typical of the seven offices? A. 
It was typical of practically all of the offices. 

86 Q. When you opened an office and wanted to en¬ 
gage in this business in the Seaboard Small Loan 

Corporation what was the procedure from the time you 
began to go after this business until the time you wrote 
the loan? A. In other words, when you went into a city, 
or when we went into a citv, what we actuallv did? 

Q. Yes. A. We would go in and pick out what we con¬ 
sidered a good location and take a lease and buy the fixtures 
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and furniture for this office and start advertising through 
the newspapers and through direct mail and what we ciall 
personal contacts. 

Q. When a man came in and made an application what, 
if anything, did you do before lending the money? A. ^.s 
to this application, we had regular printed forms for those 
applications, with a list of questions for information. One 
employee in the office would take this information. Thpn 
she would phone that to a credit bureau or credit associa¬ 
tion. As a rule most of them called them Merchants’ Credit 
Association; and we would get a report on this borrower. 
In most cities we had a credit exchange, where we wantjed 
to be sure that this party had not doubled with other com¬ 
panies; in other words, to eliminate their borrowing $3p0 
from each. For instance, if there were six companies oper¬ 

ating, it was to keep them from borrowing from ^11 
87 of the companies. 

Q. In what percentage of cases in the Seaboard 
Small Loan Company were the loans you made secured in 
any wav? A. At least 90 per cent of them were secured in 
1934. 

Q. How. A. Either by household goods or automobiles, 
and possibly endorsement. 

Q. In the case of automobiles and chattels what type iof 
lien did you take? A. We took a chattel mortgage on tljie 
cars and, of course, we recorded them. 

Q. What, if anything, did your outside men do with re¬ 
spect to viewing those things or appraising them? A. In 
Tennessee they have no title law, so we had to check the 
records at the Court House to see that the licenses were in 
the applicants’ names and that they corresponded with tlpe 
motor numbers of the cars. We would possibly makeja 
neighborhood check-up also to be sure that the party lived 
at the address that he gave. 

Q. In the case of household chattels was there an ap¬ 
praisal made? A. We would send the outside man to tl|ie 
house to list the furniture and appraise it, and also chetjk 
with the furniture companies to be sure that it was fr^e 
and clear, and also make a neighborhood check-up as to tlfe 

man’s credit or his responsibility in the neighbot*- 
88 hood. 

Q. With respect to the use by the outside man <j>f 
any equipment, will you state what equipment they had? A. 
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We furnished them a car and paid all of the expenses of it 
—repairs, gasoline, oil, and all of the upkeep. 

Q. I believe you testified that these chattel mortgages 
were generally recorded? A. That is right. 

Q. Were they notarized ? A. They were notarized. 
Q. Continuing with respect to the procedure in making 

a loan, what did you do when you closed the loan? A. After 
we had checked up on the credit information and the neigh¬ 
borhood and everything was checked up, as a rule we ad¬ 
vised the party when we could make the loan, and as a rule 
the husband and wife would come to the office and the loan 
would be closed there in the office. Then we set up what we 
called a ledger credit and the work card on this account. 
Of course, that was handled by the bookkeeping department. 
The cashier handled the monthly installments which were 
paid on the loan. 

Q. The bookkeeper would make out these cards to which 
you referred? A. That is right. 

Q. And the cashier would keep a record of the pay- 
89 ments as they came in ? A. That is true. 

Q. With respect to the intervals of time when pay¬ 
ments were made, how frequently did the borrower make 
payments on them? A. They were 30-dav payments or 
monthly installments. 

Q. As to those bookkeeping records, was there anything 
done about sending those to a central place for auditing? 
A. We made duplicate ledger cards, you see, and they were 
posted there in the office and also written up on what we 
call journal sheets, and each day those journal sheets went 
into the home office. Those ledger cards in the home office 
were posted from those ledger sheets, which gave us a com¬ 
plete record in the home office the same as they had in the 
branch office. 

Q. Were defaults on these loans requiring collection pro¬ 
cedure frequent or infrequent? A. They were very fre¬ 
quent, because you see on those accounts they have a due 
dating. In other words, when we make a loan we ask the 
borrower when he wants to pay it. He may specify the 15th 
of the month. And if they do not come in on the 15th the 
procedure was to mail them a notice on the 16th, then again 
on the 19th, and then again on the 22nd. If he did not come 
in by that time you would possibly write him a collection 
letter. If you had no answer to that, then you would 
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90 send your outside man out to contact him in person. 
Q. Were telegrams ever utilized where the borrow¬ 

ers lived at a distance? A. Frequently. 
Q. Did the company ever repossess automobiles or other 

chattels where they had taken a lien on them? A. Cer¬ 
tainly, yes, sir. 

Q. What procedure was followed when you repossessjed 
the car? A. In different states that was different. In Ten¬ 
nessee they have -what they call Justices of the Peace and, pf 
course, you issued a replevin for the car and it was ife- 
plevined, and then you went into court. If you got to your 
judgment the court sold it and turned the proceeds over |to 
you. 

Q. Taking the Seaboard Small Loan Company and ijts 
operations in Tennessee, what license taxes especially ap¬ 
plicable to the small loan business did you have to paf? 
A. We had a state license in Tennessee, which was $250 ap- 
nually. 

Q. $250? A. $250, carrying $250 city license. In addi¬ 
tion to that we had $50 to the State Superintendent Of 
Banks, who had charge of the small loan companies in Ten¬ 

nessee and supervised them. 
91 Q. Was that $250 for the company, that is, f<j>r 

each company or for each office of the company? 
A. For each office, for each license or each place of opera¬ 
tion. 

Q. Briefly, Mr. Appleby, what supervision was made tjy 
the states of your business ? A. They had their own super¬ 
visor who would go around and check your records to see 
that you were complying with the law. That was at fre¬ 
quent intervals. 

Q. Showing you petitioner’s exhibit No. 2, Mr. Applcb^, 
which is the profit and loss or income and expenditure state¬ 
ment of the Seaboard Small Loan Company, I will ask yo|u 
if this item “Association Dues, $616.50” has any relation¬ 
ship to your testimony that you have to get association 
credit reports when applicants wanted to borrow? 
That represents the cost of this information that 'we paijd 
to associations for this credit information. 

Q. And as to the item “auto expense, $4,385.83”, whalt- 
relation, if any, does that have to the automobiles main¬ 
tained for the outside men? A. That was the actual co^t 

i 
i 
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of operation of those cars that we furnished to the outside 
men. 

Q. As to “salaries and wages $53,000”, I will ask you if 
that included anv executive salaries? A. It did not. That 

was simply employees of the individual offices. 
92 Q. Those employees that you have described as 

manager, cashier, bookkeeper and outside men? A. 
That is true. 

Q. Does the item of “telegraph and telephone” relate in 
any way to the collection activities of these offices? A. Yes, 
sir. That is the cost of telegrams and also the cost of the 
telephone which we used in collecting. 

Q. And under “advertising, $7,355.91”, was that adver¬ 
tising for business? A. Yes, sir. 

Q. Were any of your employees in these offices bonded? 
A. Yes, sir. 

Q. State whether or not it was the policy of the company 
to bond any particular employees? A. They bonded the 
managers. 

Q. Mr. Appleby, I show you a note on a printed form 
attached to another printed form, purporting to be a chattel 
mortgage, and I will ask you if you will tell the Board what 
that paper is? A. This is a chattel mortgage and note pay¬ 
able to the Seaboard Small Loan Corporation, Knoxville, 
Tennessee, covering household goods. 

Q. Is that note actually used and cancelled by payment? 
A. That is true. 

93 Mr. Frost: I offer this in evidence, if the Board 
please. 

Bv the Member: 
* 

Q. Is that the usual form that was used in that office? 
A. In all of them; yes, sir. 

Q. In all of them? A. In all of them in Tennessee. 
Q. In all of them in Tennessee? A. Yes, sir. The dif¬ 

ferent states vary. 

Bv Mr. Frost: 

Q. Was there any other form than that particular form 
used in vour Tennessee office? A. No: that is the onlv one. 

Mr. Bayer: Xo objection. 
The Member: Do you offer that in evidence? 



SEABOARD SMALL LOAN CORP. VS. HELVERING. 59 

Mr. Frost: Yes, Your Honor, as petitioner’s exhibit 
No. 6. 

The Member: It is accepted. 

(The said chattel mortgage and note, so offered and Re¬ 
ceived in evidence, was marked Petitioner’s Exhibit No^ 6 
and made a part of this record.) 

By Mr. Frost: 

Q. I show you another form, the same as the one jtist 
received in evidence, with the exception that the chattel 
mortgage covers an automobile, and I will ask you if t)iis 

form is one that was used in your Tennessee offices? 
94 A. That is the one. 

Q. Is that an actually paid out note? A. No;; it 
has not been cancelled; that is, this particular one has hot 
been cancelled. 

Q. That is due too—? A. Due to our loss, I understand. 

By the Member: 

Q. You mean it was used but it has not been collected? 
A. That is right. 

Mr. Frost: I offer this as Petitioner’s Exhibit No.j 7. 
The Member: Is it endorsed? 
Mr. Frost: No, Your Honor. 

Bv Mr. Frost: 

Q. Is the exhibit which I have just shown you the saine 
form, both as to the note and as to the chattel, that yjou 
used in 1934? A. That is true, because they had to comply 
with the state law. 

Mr. Frost: I offer this in evidence as Petitioner’s Ex¬ 
hibit No. 7, Your Honor. 

Mr. Bayer: No objection. j 
The Member: It is accepted. 

(The said chattel mortgage and note, so offered and Re¬ 
ceived in evidence, was marked Petitioner’s Exhibit No|. 7 
and made a part of this record.) 

95 Bv Mr. Frost: 
* 

Q. I show you a note and chattel mortgage which on its 
face purports to be the form that the Seaboard Small Ldan 
Company used at Richmond, Virginia, a chattel mortgage 

| 
i 
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accompanying- it, and I will ask you if you can identify that! 
A. Yes, sir. This is the mortgage and note that we used in 
Richmond. 

Mr. Frost: I offer this as Petitioner’s Exhibit No. 8, 
Your Honor. 

Mr. Bayer: No objection. 
The Member: It is accepted in evidence. 

(The said chattel mortgage and note, so offered and re¬ 
ceived in evidence was marked Petitioner’s Exhibit No. 8 
and made a part of this record.) 

By Mr. Frost: 

Q. Mr. Appleby, in the Seaboard Small Loan Corpora¬ 
tion over the period of years that you were interested in the 
company what was its experience with respect to losses on 
these loans on the volume of business that you did ? A. The 
losses would run about five per cent of the total outstanding 
in each office. Of course, that would vary some in the dif¬ 
ferent states. 

Q. That is about the average? A. Yes. 

By the Member: 

Q. You say the average was about five per cent? 
96 A. Five per cent of the total outstanding, not of the 

total amount of loans. That is, the average office 
with $100,000 outstanding a year would have about $5,000 
in losses. 

By Mr. Frost: 

Q. Will you please keep your voice up so that the Re¬ 
porter and the rest of us can hear you? A. I will do that. 

Mr. Frost: If Your Honor please, at this point we would 
like to present and offer in evidence a certified copy of 
Chapter 33 of the Code of Tennessee, relating to operations 
of small loan companies. I realize that the Board will take 
judicial notice of that law, but I think that certified copy 
mav be convenient. 

* 

The Member: It would be a convenience. 
Mr. Frost: And I have one for government counsel. 
Mr. Bayer: I have no objection to its being received for 

the convenience of the Board. 
The Member: It will be accepted. 
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(The said certified copy of Chapter 33 of the Code j)f 
Tennessee, so offered and received in evidence, was marked 
Petitioner’s Exhibit No. 9 and made a part of this record.) 

Mr. Frost: I have a similar printed but uncertified copy 
of the Virginia statute. Have you any objection? 

Mr. Bayer: I have no objection to its being rje- 
97 ceived for the convenience of the Board. If I fouijid 

any difference between that and the Code as pub¬ 
lished I would object. 

Mr. Frost: Of course. 
The Member: Do you offer that as an exhibit? 
Mr. Frost: I want to offer that and I want to make sufe 

that I have the right one. 

By Mr. Frost: 

Q. The Seaboard Small Loan Company was formed in 
1924,1 think you said. A. That is right. 

Q. From that time on until it was absorbed by the Sea¬ 
board Finance Corporation, what was its experience wi(;h 
respect to the need for and use of capital in its busines^? 

Mr. Bayer: I object, Your Honor. I do not see tljie 
materiality of going this far afield. We have one question 
here, and that is the income of this companv for the ye&r 
1934. 

Mr. Frost: I simply want to show this, Your Honor, th^it 
this corporation -was an active business corporation, that it 
constantly had need of new capital. We have already haid 
testimony. 

The Court: I do not think the Respondent is going to 
deny that it was an active business company. It seems ijo 
me we are going to have a very simple question in the$e 

cases, and that is: what constitutes interest? 
98 Mr. Frost: That is true. 

The Member: It might clarify your thoughts ;a 
little bit to hear from counsel for the Respondent. DoOs 
counsel for Respondent contend that this was not an active 
business company? 

Mr. Baver: No, Your Honor. The record already show’s 
they had nine thousand to ten thousand loans outstanding 
in 1934. 

The Member: If that is the only purpose I cannot see 
the materiality of it. 
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Mr. Frost: In addition to that, Your Honor, we had to 
show by the answer to that question that the corporation 
was utilizing all of its capital for the purpose of expanding 
its business and could not get enough capital to expand, and 
that that was one of the reasons why their dividends were 
not 100 per cent and why from a business standpoint it was 
impossible for them to pay out all of their earnings by way 
of dividends. That might affect the constitutional aspect 
of this law. 

The Member: I question the materiality of it; but if you 
are going into the constitutional aspect of it perhaps the 
background may be material. 

I will overrule the objection. I suppose the Respondent 
will except, and the exception will be noted. 

Mr. Bayer: That is right, Your Honor. 
99 The Member: It may be that I would want to 

strike this testimony out of the record. 
Mr. Bayer: I am afraid you are opening up quite a large 

field if you go into how much capital this company needed 
and what they did with it. 

Mr. Frost: We will put it in with this reservation of the 
right to strike. It may affect Your Honor’s ruling one way 
or the other. The Board has already found under the 104 
procedure respecting 1932, and I think 1933, that this cor¬ 
poration had constant need of all of the money that it could 
get it hands on for its expanding business. 

The Member: This is not a i04 case. 
Mr. Frost: No; I realize that. 
The Member: And, as I said, if it were not for your sug¬ 

gestion as to some constitutional aspect, the range of which 
I cannot imagine now, I would sustain the objection. How¬ 
ever, the objection is overruled. 

Mr. Frost: I will be brief about it. 
The Member: You may proceed. 

By Mr. Frost: 

Q. Will you state briefly what needs you had for capital 
from 1924 on through? A. In the year 1924 was when con¬ 
ditions were starting to go back up and loans were increas¬ 
ing. If you check those records you will see they had 

$600,000 on the books at the beginning of 1934 while 
100 at the end of that year it v as about $850,000. And, 



L_ 
SEABOAED SMALL LOAN COEP. VS. HELVEEING. 63 

i 
! 

of course, we were borrowing in that period as heavily |as 
we could. 

Q. What competition, if any, did you have in Tennessee 
and in Virginia in your business? A. Well, there are a 
good many what we term large loans companies. I mekn 
big operators who operate all over the country where thejre 
is a uniform small loan law. Of course, we have those com¬ 
panies as competitors. Our chief competitors, of course, 
vrere the banks which make personal loans, what are known 
as Morris Plan Banks or similar banks. 

Q. They existed in both Tennessee and Georgia? A. Abd 
in Virginia. 

Q. What percentage of applications that -were made and 
received were rejected in your Seaboard Small Loan Com¬ 
pany offices? A. The actual number that were taken pr 
those that filed out an application, you mean? 

Q. Yes. A. I -would say approximately ten per cent pf 
them were turned down. 

Q. After investigation? A. After investigation. 
Mr. Frost: Now, Your Honor, I am ready to proceed 

with the other case, the Seaboard Security Company. 
101 The Member: Then, turn the witness over fj>r 

cross-examination in connection with the Seaboard 
Small Loan Corporation. 

I 

Cross-Examination 

By Mr. Bayer: 

Q. What percent of the applications did you say wepe 
turned down? A. About ten per cent. 

Q. What per cent were turned down before any investi¬ 
gation at all ? A. That would be difficult to say, because we 
keep no record of those. 

Q. But there was quite a large number of those? A. I 
would not like to estimate that because I would simply be 
guessing. 

Q. You said you had need of all the capital that you could 
lay your hands on in 1934 ? A. Yes. 

Q. How did the size of your business compare—and by 
your business I mean the business of the Petitioner here-!— 
between 1924 and 1934? Was your business larger in 1934 
or was it smaller than it was in 1924? A. It was larger in 
1934 than it was in 1924. 
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Q. Approximately how much larger was it? A. I would 
have to see the record book to answer that. 

102 Q. Isn’t it a fact that a lot of that increase in the 
size of your business had been built up from earnings 

of the business itself? A. The increase in outstanding 
loans? 

Q. Yes. A. Some of it from earnings. 
Q. Off hand, Mr. Appleby, can you say approximately 

how much?’ A. No; I could not. 
Q. Mr. Appleby, you stated that the item of telephone 

and telegraph appearing on Petitioner’s Exhibit No. 2 in the 
amount of $1,348.49, represented the telephone used in col¬ 
lections ? A. Yes. 

Q. Isn’t it a fact that that telephone is used for all busi¬ 
ness purposes of the Petitioner? A. That was the main 
use of it, that is, for collections. We would hardly have 
had any use for one unless we had had to use it for collec¬ 
tions. 

Q. Didn’t you ever have applications call you up on the 
telephone? A. Very seldom. It was our practice not to 
take applications over the telephone. 

Q. Suppose somebody called you up on the telephone; 
then what was your practice ? A. We would ask them 

103 to come into the office. 
Q. But the telephone was used for that purpose? 

A. Of course, some of them put it to that use. But that was 
not the idea of having it. 

Q. In your advertising did you carry your telephone 
number? A. In newspaper advertising we did. 

Q. How about advertising by mail? A. It is always on 
the letterhead, you know. 

Mr. Bayer: That is all. 

Redirect Examination. 

By Mr. Frost: 

Q. I want to ask on redirect examination a question which 
perhaps would have been proper on direct. 

Mr. Appleby, how many stockholders in 1934 did the Sea¬ 
board Small Loan Corporation have? 

Mr. Bayer: If Your Honor please, I object to that. The 
books and records are the best evidence. Counsel has al¬ 
ready agreed that this corporation comes within the pro¬ 
visions of Section 351 as to stockholding. 
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The Member: I will sustain the objection. The stock- 
books would be the best evidence. 

Mr. Frost: May I make a proffer of proof! This aUo 
relates to the constitutional aspect. 

We expected to show bv this witness that the coip- 
104 pany had eight stockholders, but more than 50 per 

cent of the stockholdings were in his family. 
That does not affect our concession that we are subject |o 

the letter of the law as far as personal holding dividends cjn 
stock holdings go. 

The Member: All right. Has counsel finished with this 
witness with regard to the Seaboard Small Loan Corpora¬ 
tion? 

Mr. Frost: Yes, Your Honor. 7 
The Member: Are there anv other witnesses! 

w 

Mr. Frost: No other witnesses for Petitioner. 
The Member: Does the Petitioner rest ? 
Mr. Frost: Yes, Your Honor. 
The Member: Has Exhibit No. 10 been offered! 
Mr. Frost: I have looked for that, Your Honor, but 1 djo 

not have it. May T send two copies down here, one to Mr. 
Bayer and one to the Board, this afternoon when I get back 
to my office? Apparently those printed Virginia statutes 
slipped out of my brief case this morning. 

The Member: In view of the apparent inconvenience <jf 
it and the informal nature of it, anyway, let’s not bothejr 
with it as a part of the record. But if you care to mail ja 
copy to me and mail a copy to Mr. Bayer it will be a con¬ 
venience, and it will probably save me a trip to the library. 

Mr. Frost: I will be very glad to do that. 
Mr. Bayer: I would appreciate it too. I do noit 

105 think it is proper as an exhibit, but I would appre¬ 
ciate having it. 

The Member: Does the Respondent rest? 
Mr. Bayer: Respondent rests, Your Honor. 
I would simply like to make a motion for judgment on thje 

record. 
The Member: Briefs will be filed according to the rule—j- 

45 days for the first brief and 15 days for the reply brief). 

(Hearing concluded) 
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Calendar Year I9?4» 

IHCOfCi 

Cross Earnings of Office* j 
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i ttttt ««ir 

Did a»> p-fAon i» [arvint fivij' the c- ip.iatlun in rr»pect it ana qunalinn or mat tar a/T eating an/ I Urn or aeheduW of thla rtUin, or aaeiet oa advlae lit 

corporation In the preparation of tliia rr!um, or artna'I) prepare thla return for the corporal loot '• *,,r* ***• rit'’M addrwm of toeb paraoa 

oa prrwmv and Atale the nature ami extent of lh» aAottaue* nr advlr* received and the itemt and nchedulee la reepeet of tiltk tit aanirtanee oa advlee wit rtldrtd; 

If thla return waa actually praparr<l by any pcr»>n nr praaont other than the aor|»ration, tlato tha aource cl the Information reported la thla rwtura and tha 

ratnntr In ahiah it arat funtl.hed to or obtained by oiri paaton or |trtoni Ctfjka|--Sw4lw faU4l^|"HMlUd|ld%- " 

Tl.a <iur»liun above should la an*r«rc<l fully, and where tha latum it actually |>rr|>ared liy time pereon oa pereont other than tha eorpoaaUoe, wti pereoa 

or |arw>nx inurt axaaulc tha altidaiil at the fie I of Ihi* page. 

ADJUSTED SF.T INCOME (Rn laatrertlea i) 

I. Nat In coma lai defined In Tllla I if the Krvanue Act of IMI).. 

1. Dlvldand* nn >t« k of iLiiaartia mr|mrationa iibjiel to taxation undar Tllke I of the Revenue Act of IM4 iKe litiMr ai. 

I. Total or Irena I ako 2. . 

d. Laae: Federal Income, war-proAta, and aicaai-pandla taxre (ha Ikhelnk Bl .. .| *-~*M9* 

Contrt but lone or iciftt (eot trlatcl n reiwiiM lue i» (We MHaW Cl.. .. 

Loetre from male or exchange of capital aw La Miwimet tr vcim nut) <iiba imae am ate 

- Income tat paid to a foreign cour.tr>' or tVH. inaatidon (am trtanal te urn etna lea If.. 

Total op itcw* t rn i.. .. 

ADJUSTED NET" INCOME (iMitfn.nn.ri_-. ...r..™_ -..-A r 

UNDI8TBIBUTED ADJUSTED NET INCOME <Saa laetraatMa f) _ 

* 1 
Id. Adjuxted net Income ilun ■ aura >raitf U tro nj*&aai ... .-. • . ULvl PI * 

II. Leas: DlvIAnda from parannal hildint ronpaoln 'feaeAWtala Ltfamae.... ... 0.. 

II. 30^. of Ilean II..... | ... J^gg£.4§..j 

Id. Amount uaed oa eat snide to rrllra iodabUnlnree (Vua Arf^'O. I) (aa leauwoitae It. . .. Q 

IS. Dividend* paid during year... Qfl 

IS. Total op Itbxu IS to IS ... 

IT. UNDISTRIBUTED ADJUSTED NET IN00MK UwaiA atomslealemHaw* —----- I_ 

COMPUTATION OP TAX (Saa lanirwrttem T) 

11 UecUrtribaUd adjurted net income (laaa 17 akm. 

11 Amoual taxable at rata of K% ia* it aaa«r«!«.«■• 

SO. Amount taxable at rets of *y,'t itua uemiia in 

II. Buriat oo Item II ae%ariiaa iti.. 

U Surtax oa Ilam 30 t«%*f ham. 

a. TOTAL BURTAX (laaa rtatlaaem. 
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APPIDATtT (Em Uearwcttcm 0 

We, tha under.Ignad, paeeldent (oa rtca praaident, oa other principal oSece) and treaeurer (or aartatant laeaeurer, or aklef 
tioa for which thla return in made, being eereraU/ duly mom, each for hlmarU depoaea and aa/a that thla return (Inehedlag IU 

meate, If any) haa barn examined by him and la, to the beat of hit knowledge and belief, a true, correct, and complete return, 

year elated, pureuaat to the Revenue Art of 16M and Ute Regulation* leeued thereunder. 
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TTTUt U. 1KTKNVI ACT OP IM4 

additional mooses taxes 

•k. Ml. SUBTAX ON PIUONU BOLDDtO COMPANIES. 

(a) IMPOSITION OP TAX—There 0»H troIrrbd, eoUrotod.ud pnid. for 

each taxable year, upoo Ik* uodietrCbuUd tdJutlRl xl (mow rftnr; pereonal 
kokUM company • nrtu e.»ual to tb* cum of Ik* foUow1n« 

<l) *0 p*r «ntm» ot lb* uoiul IWI not U mccrn cl 1100.000; plue 

(1) 40 pw rontum of lb* amount tbcreuf la eiMMof 1100,000 

(b> DEFINITIONS.—A* used la thb Mb— 

HI Tb* Una “pereonal boUlt( company" — T--t any corporation (otbm 
tban a corporal loo • wtcjH from taxation under rorlion 101, aad olbar 

than a liank or tract company Incorporated *odm Ik* Ian of Ik* 
I'niUd Ruu* or of any Rut* or Territory, a autotantial part of whom 

bualiirw la lb* receipt of deposit* and olbar thaa a life-1 aauraac*- 
pan/ or surely compear) If—(A) at kart tO par eretua of lu (roaa 

I Doom* for Ik* taxabb year la drrtvcd from royalties, dividends, la tar- 
•at, annuities, and (eiecpt la Iba mm of lefulm dealer* la stock or 

•wurllka) (aloe from tb* aak of alorfc or aecuritioa, and (B) at aay 
l w durirv* lb* Lett kalf of lb* UxnUe year mot* tbaa 60 par mataaa 

la value cl lu ouUtnndir* atock l* oarwd, directly or Indirectly, by or 
for aot more than It* Individual* For tb* purpoa*of ckUrmiala* tb* 

ownership of atock ia a personal boldine company— (C) *to*k owned, 

dbarlly or indirectly, by a corporation, partnership, rotate, or treat 

•kail b* cnrul.brrd a* beta* owned proportionately by II* ikarakrlilaaa. 
parlnrra, or beorAclartro; (O) aa Individual aba)I b* tooaldartd aa 
ovnlnf, to tb* eirluslon of aay othrr Individual, lb* *tork owned, 

dlrertly or ladirerlly. by hla family, and Ibia rub ahall b* afpMrt la 

rath manner aa to produce tb* aaaallnl poaMbb auater of ladlrtdaab 
owolnp, directly or Indirectly, mor* thaa 60 par eeetuaa la ralaa of lb* 

ouUtandinc ttoek; and (El tb* faaally of aa individual I ad ode 
only hie brother* and abbr* (vbatbm by tb* whole or half blood), 
apoum, aoerotore, and Uaaal dseeeadanln 

If) Tb* Una “uadislrlbu led adjusted act income"-iba adjmdad a*t 
laerme mlam tb* aura of: 

(A) to per rectum of lb* etema of iba adjurtrd art lamm* *nr tb* 
•mooit of dltldanda reeetred from yn ml koldlo* ~v—vtlrk 

art allowable aa a ibdaattoa far Ik* purpwma 
metbo It or 104; 

(B) Araoaata amd or **4 add* to retbe ladabi 
January I, Itti, N mrh , 

of mb Indebted*am; and 

(Cl Dtcldnwb paid daring tk* I 

(I) Tk* term “cdjweted a*t 

without lb* allowance of Iba dividend i 
but rnlou* tb* eum of: 

»-»»-« ky 

(A) Federal laeocar, war-prodb, and -n 11 iflli lam (tot m 
aaarued. bat not loeiudto* tb* lu *-r -f by tbb caittnn; 

(B) Contribution* or (VU, not atbaawba allnwad aa a litnUn. ka 
«* for lb* am *f donam dracrlbed la motto* tt (o) far tb* panama Ikaa ala 
ppmtord; and 

(C) I.nmaa from mbs *r mln(a of a 

aBonod a* a deduction by amtbn III (d). 

(4) Tb* Itm* ***d la tbb eertioet atoll ban tb* 
toTitbl. 

apant 

W ADU1NI8TBAT1VB PROVISIONS.—AB pewrtrtoo* of bw 
y mat We) appMrabb la leapeet «f tb* turn bfinl by THb 1 of thb Act, 
•baB Inn-far a* aot laeonateteat wttb tbb eeetito, b* apptbnbb la iwmmt of Iba 
taa brent by tbb arrlion, except that iba liiiibim* of mrUon 111 of tht 
Utb ahall *ot b* applioabb. 

(d) PAYMENT OP SUBTAX ON PBO BATA 8H ABBS -Tb* Uz I 
parnd by tbb emtio* abnll no* apply If all lh* Ninkill n of 

Inatod* (at tb* Urn* of SMog tbeir rotwoaO to tbh pom Inc._ 
pn rato etone, whether dbtHbuUd or not, *f tb* "adhmtod ut 
Iba *orpor*tlon tor n*h year. A.y anomtnUdaJuib nn 
a tomxhiltir ahnB b* tew*tod a*adhrtitond mdriA Aay < 

trnbon mad* by tb* mpwaMon <m* *f amwto«a •* pt*«to for a 
* dMrfbotod to aay aharakalto* who bn* an to*t*d»d to Ma i 

bb pro rato abaiw, b* *mmpt from tot to tb* atoaal «f tba *bnr* ** toatwM. 

b> IMPROPKB ACCUMULATION OP BCBPLOB.—Pkrawrtox*a*onar- 
Him, .llrt unn-hh L. —   -,, I „ lit. n 1M. 

10 

lN8ntUCT10NB 
erftatoa I labl aafatol 

I. SCBTAX ON PERSONAL HOUMNO COMPANBB 

Bacllo* Ml of Tllb IA of tb* Rrvroo* Art of I*64 bpam aa additbaml 
■raduated locom* taa or mtaa upon corporatlooa tUwtord aa p*r*on*l 
eompanla*. Corporation* *o claaarfted are *a*mpt from tb* anrUi *n Mpwa 

Uoea improperly arewaebtit* eurplua iropomd by errlioo 101 of THb I of 
tbr Rcvraur Act of lilt, but are ad errrept from lb* other Urea If-rnl by 
IKal Ulb Unlit* Ik* eurtac Inpcard by eerUon 101, Urn aortal l*if nil by 
arctien 161 appliea to aU |wr*ooal huUloa eompnalm deAmd aa aork la 1 ■ rlnaa 
lion 1 rraardkm of wbcAber or aot they wrr* forwvad or a<aBr.I vf to aecemobto 
a*ln* an.t troAU for tkr pup** of A veldt rtf au/tai upon abarvbohbre. 

R CLASSIFICATION OF A PERSONAL HOLM NO COMPANY 

A peeeoaal l|ot<inf oompaay b drdned aa aay eorpnratioa (olbar tbaa a 
aorporatloa apartAcally rvampt), IM, to percent or more if wbom from in*oma 
for tb* taaaJJ* year wu derived from royal Urn, dividend*. In ter** t, aanblim, 
and (ala* from tbe mb rf dock or enruritim; aad, mcond, nen »t.. (0 r w**el 

to ralw* of whom ouUUaduvf clock naa owned, directly or ladkcctly, at aay 

Um* dorinf th* U*t half if tb* tavahb year by or for not rate* n.. |r* ladt- 

virhiab. Tb* only corporation* *tedSmUy eimapt from tht* tax are m follow*. 
(I) Corporation* eicmpt from Uiatioe under eerHoa 101 of Tllb |; (1) 

•ad tnart *ompnalm (IncorpuraUvl under U>* bwa of tba United Btatm, or of 
•ay Stoto or Trortlort), a mbrtaaUai part of whom bvtor.ro* b lb* receipt of 
d*po*iU; (1) hf* lamrarxe cor*peal*.; *ad (t) nuwty aempaaWe. 

It b th* aatur* if the from lacom* aad tb* owncnblp *f tb* ooUtaadt^ *tork 
which determin* th* cUroitcatloa a* a prroona] bohtinf *ompnay, and lb* arnral 

eundilbo* with rm(*et to bulb anal he mtiaS*d to brief a eoepoeallou withb 

lb* cUmlOretlon. (Jrnro (acuai* aval h* d*lenala*d for lb* colic* toxatda y*nr 

aad tb* ownmhlp <fll* atock oulrlan.tirvf muat tie drtormlord ncrordtaf to Ha 
ownarablp at aay tint* durinf Iba Uit half nf tb* taxahb year '-*■ m 

mb cirruautaaem ran vary from jrvar to year, a amporalloa nay aonatltoto 
• par aortal bold inf new pan* fir aruoe year* and aot for other year*. Ia 

oner, tb* aurtoa liability ahall t« detwadord un.br mrtioa Ml ooly for lb* year* 

In which th* nryuralavn roeoro wllhla the cbmMr»Uoa a* a peraonal 

company, whlb the liattlity for eurtar a* to lb* other par* will depend upon 

whether lb* t*ep> cello* cocoa* attkia tba provUorw of aertlon IM wttb rut ill 
to mb year* 

Th* (Toro Irvmru* f.-r purpnea of eertloa Ml mean* th* from Income a* eonv 

p.'Ud un.br eeeilona 71.104, and Mt and th* rrfuUUru tbar*wnd*e. for purpom* 
of tha taie* Impend by Tltb I Arrordlnfij. (unw rirludd free* tb* (rum 

tarvvm* un>br Tllb I are not to he laetu.ld la detrralninf (rom Incom* und*r 

mctioaMI. tiro** inruwne ie not *yn.inym.vua wltk (nn* receipt* For rlaiapb, 
•u tin earn of a mb or titbanf* of properly. It lorlvclm only tb* nrre* of tb* 
amount reel I rod therefrom over tb* aljuiid had* provided for la met Ion 
III (h). il do** not lad.nl* fain* which uv not iwcofniad under rortloa 
111 <b>. In IS* car* of a turpnlioa nprtiif mi th* ln*t*Uro*at u 
Include* only that pvwliun uf th* pin returnable a* locum* under rortloa At 
In Ha ran* of a manufaeturlna, mrrrhaadlalnf. or mlnirvf »-_ *afroro 
tiurra*" n*ana th* total aale*. tree the cat of ynli *lt, plus aaj (neom* from 
l*'vfwtm*ol**rvd foroaInrMmtal.woutaid* operatUMaor *ourcaa fa i|*le*mlale( 
fnaa lan.ro-, rnltnclioa* thouWi not b* road* for nbywwUlk.ro. depletkna, 
roUvnf men—i. .w iron, or fur lUra* nut urdmarily ua*d In eompullnf tb* rorot 
cf t«wk mid Sab* of capital anil* a* dr toed la rortloa III muat b* trmtod 
la <*par*u Iranaarlloo* aad only thorn aaira which UdivkluaJly rmalkd la 
protta ahall ba euoaldrrod I* deUrrolnJnf tb* (ala* derived from such aouro* 
Q*ln* fr.no all tramaetlocn lavolvinf alo*k la teed*, at* . art iblaamlait for 
th* taaahb year aa a abola I arte* I of aapareUty. 

A NATURE OF OB OSS INCOME 

Prom lb* ataadpolat *f tba nature of tb* pern tomwaa, a mrpmattoa nam 
wttbto tba rbiilUoa of a pmuoal kntdla( refill (to say toaabta year akia 

* torruat *r more of lb pom toaaasa for amk toasMa year wa* Stall ad ftom 
tb* foOowto( *ourem 

(a) Bapatfim—Tba term “reyaltim" toatadm n ull nnfreJ far tbe ma 

W or far tha prtT(b«e of imtoc patoa to aopyrigkK m •rat praiiun aad finaalaa. 
•md wtB, trad* amrka, trad* brandy french Urn. aad rdtor like property. It 

4m aot tatouda reoU, mor orerrtdlnf royaWm teadrad by aa oprrattoc *oa- 

pmy. Aa urod U thb parefraph the term "oTerrMta* royeltlm " -c- arooroab 

road red from a aobtamm by tba op*rati*f nmaaay —Vik ortotaall* '-* —1 

fav*h.(iad tba mtanl ia*ouae* property la taapaat *f which —a „ imipp, 
reyaftb* are paid. 

(h) Ovrodrof. —Tba torn Hdirtdeada"-dlrtfaada aa Stoa^ to —- 
Ilk (a). It dom aot laatoda atoek divtdaoda, Bfirfdakb^ IMIaaib. or otbm 
•apftol dbtrfljutiua* referred to U rocthro Uk fa), (d), aad (0- 

(r) /rororoa —Tb* tons ’’UUtert" ro.ilu aay aaaroaato thnfred far tb* ma 
to bnrrewwd roomy wbbb are Inrtudtbla la pem toaom* uadm THU L 

(f) daamb'aa.—Tba term “aaaulttm*' refam asty to saatottoa to tba axtoat 
Matodltb to tba *oaapuUtloo of pom toaom* a* dm TlU* I. 

(a) Om* from Ito atoa V Mato ar rorwrtoaa.—Tb* torm “pda* ftom tb* ml* 

to atock or amurUlm'’ appUm to aU pin* (totoadb* (ala* from Vyiltillm 

dfvtdaoda aad otbm dbtnbuliorva from mfdtol) ftom tba tala or 11 ikaap to 
atoto or arroriUe* lododlUa la tram laaam* uartm THb 1. Tb* tom “stoto 

or aacuntim" totoudm than* or urtMialro to atoto ar lafamto to aay *arporw- 
UnnlUrl..dl-f-ron -r.-n (—y •- .-1 - - J - — r ■. ~T 

msaaitatleo MamfliJ a*a rorporaUoa by tba Art), 'TiiIii to Utoaurt «r 

pmtlatpallou la aay prodt toartop apeimut or In any oO. pm, «r otbm mtomel 

royaMy or beat, eoQataral trert aarilSmtoa. rotto( treat iiiSEnlii. atoto 

>t(bto or wwnata, bond*, daUatun*. rorUAcato* to -1 i atom am 
trmt mrUAcaba, biUa of mbap, tollpatlo— laauad by m mm tebf of • 

Oevammmt, Stoto. Territory, or a political mbdlrtafaa fan if. at*. 

Ia th* ram of "nphr 4mlia* I* rtoto or eacuHttm*' to* tom tm art to 
•tod* (tin* derived from tb* ml* or ---v--(i to tooto m marnttfa* mad* to (to 

aomtl coute* of toalmm Tb* torm "rfukr rtmlwx to atoto or nrerinm" 

corporation* wttb aa artahlbbad ptoe* of brnisam imtoxfy *mmd U 

tb* purtham of rtoto at amurillm aad tortr lemda Wbrntomm A mrporaUoa 

wbbb U a tecular dmbr In atoto or mceriUm but wtdto buy* «* mBa to btoto 
atoto or meurilieu far lavmlmwil or Mumibtlu* U art a dtalm wttb mwl to 
*o*b rtoto or mrurMm. ' 

«. STOCK O 

Prom tba rtsrotpoinl of Urn owmeublp «f tba matotoadlm atoto. s 
mmam wttbla Uw dtoailhm of * pereeerol botdtx« aompaay far aay 
yuarlfal aay tuo* durio* tba Urt half cf it. ro. -. 

la veto* of th* clock ouUUadU« wu owned, dUmtly or laitiraeUj. by «r for 
not eaoru than Avrludlvidoal*. Tbe nwttrthla »f |ba toiek ahall ba ll*to*sJbxJ 
Uaroordanc* with !h* foUowtn« rule* 

<•) AS ftwen* end el*roe* *f rtoto. bower** 
tb* taterroU cf tb* tonreboldm*. m* 
■kak b*Uk<* laV> torokhnUan. **~~ j eiyiu uf_ 
abto.Uv* Art providm that atoto owvrod. dbmtty m todbmtty, bym 
pnrtom*hlp. ertnto or treat ab*U b* roroMdared a* beta* < 
by Ha ahmeholdar*, pnrtnme, or bamSatarto*. 

(k) Tb* rtoto outrtandim mmtj dwrta* tb* tort Mf ml tba I 

•»to wmMdmmtkm. ■wwwvm, aad ia Eh* wtoah of aay 
outrt**dt*« durto« mrok pmtod. wbrtbm U --■-■ 

•f atoto *r wbrtbm to tba owwareblp 

to atoto 

^ * r • 

Vi 

Co 



•MiKltnU Tkt Art (uribM pruiklM that Ihl* ml* chill U applied In »ueh 

dinner M to produce the emelieet (xeciUe number of IrulUid'iale onlnj. di¬ 

rectly of Mlrcrtljr, more then M percent In vcluc of the •lutitendlef etock 

ForeiempW, the M corporation et enrol lime during the tart hal/nf the leieble 

peer hed I.VM eherce of nutetanding rtnek, IM if irhlrh tire held bp verioue 

IndMduele hiving no relallonehlp to one another end the remaining I.VjO err* 
held bp SO ehereh/tdrre he tin* the reletlonehlpe end individual eherehntdioge 

ee fuilowe 

x_,_r tlllM laiui taitti 

| 

AB tMlIr^lusI.. . 
Ha KlWP ...... 

A 

\ " 

lit! K 9 r it n a f 9 

If w' »r 
M IV 

I* vw it i *r IIP ft 9 
Hk>* AW « cm «t Itw « tw «• 
HN NrpfWr *n W Ml 

» M 
19 m >t l»M It KB h0 

HUM Afl r • m l>l «t ft «• 
HN 4*of*ur ►» tsrstosr mat- 

l»*Ht 
npw 

l»Wf 

MHt 
mw 

rw«/m•*(*(« «towr> 
HBlfotWl.tfc . i w 

It1 tint 
it • »iw 
i« twr 

«t 
It 

i tin 
CMW 

m tfe 
l«fe 

It 
» 

UM vtM( Uthsv iW It cmf tw» It ev r It 
Hfe rM'( trvfW m in rn >• lf» * M m N» 

Im f NlO A W1W It. MIV >t rwiv M f»» nw IVIV lit 

In the ehove rumple hjrei piping Iheitetutorp rule, (re Indltlduele owned 

more then SO percent of the ou Mending etock ee follow* 

A (Including AF, AW, AB, AH, AHITff> . .. .1(0 
B (Including BF. HW, Ml. KH, fWllff). . 1*0 
CW (Including C. Cit, CWT-CWBI ..**> 
DB (Including n.DF, DBW) .. *00 
tWB (Including EW. KWF. EWBW) . 170 

Tom n« none tern SOreicrrr . ... . #10 

(t wQI tie noted the! Individual A re|<reernte the ohrloue cnee when the heed 
cf the femUp own* the bulk of the family etock end neturellp le the bred of 

IScpO^ ledltMiiel B rtpreecnle the ceec where he le etill heed of the group 

beceuee of the ownenhlp of etock bp fcle Immediate femllp. Individual* C 

end D rcpreecnt run where the Individual* fell In groupe heeded le C'e owe 
bp hie wi/e end In D-* teee bp hie brother beceuee of the preponderance of 

holding! on the pert of miativm hp euntege. Indlrtduel E rrpraente the ceee 
where the preponderant heidiag* of othere eliminate thet Individual from the 

group 

(d) In determining whether the etetutorp condition* with reepect to rtoek 

ownenhlp ere premnt et enp Ume dwrteg the period ■perilled, the phreee “la 

▼eiue” ehell, In the light of ell the rtrrumetenma, be deemed the value of the 
corporate etock ouMending et euch Ume (not Including treeeurv etock). Thie 
relue mep be determined upon the lode of the eumpenp'i net worth, earning 

end dividend peping cepecltp, eppcwetelioe of ameta, end enp other fertor 
haring e bearing upon the relue of the etock. 11 e value of etock le uced 

whirk le gneUp et variance noth that reflected bp the corporate book*. the 
ertdence upon which euch reluetlon le baewd ebould be (Wd with the return 
In enp cam where there ere two or more rUeeee of dock outetendlng, the total 
value of ell (he rtoek ebould tw allocated among the different eternal according 
to the rvUUve value at each cteee therein 

». COMPUTATION OF (XNDUTUBUTID ADJDtTRD NRT INCOME 

la aeorvtalnlng (he tee beete for pereonel bolding compenlee. (be "edjuried 
•ettocoane" le(rrt competed. Thiel* eecompfbbed bp adding to the corporate 
eat Income, ee defined In TVtkf I, the amount cf dividend! received from domectle 
corpormlione which ere deductible under erctlon Wp), end bp mibtractlng 
therefrom (e) Federal Income, wa/ peudU, end creme pcoflu team paid or 

accrued, but not tnctedlag the eurtex lapoerd hp eectioo Ul. (I) oontitbutlone 

or gift* not othcrudee allowed ee a deduction to ce for the um of dooem deecrtbed 

la eection Wo) for the purpocm therein epcctAcd. end (*) loeeee from aelee or 
exchangee of capital amrte which are dUaUowed aa a deduction bp eection 

117(d). The foreign (ex credit permitted bp eection 111 with reaped to the 

learn t-pnmd bp Title I le not allowed with import to the eurtee Uapoaed bp 

eectioo Ml. However, the dedortioe of foreign Uxee under eection We) U 
permitted fee the tmpcem ef Um eurtex even if for the purport* of the eorpo- 

rate tax lexpoeed bp Title I e credit for each Uxee le taken 

The “mndtobtbuted edfuried art Income’’ to competed bp eabtrnrUag from 

the “adjacted net U-romi" dmcrlbcd above, (*) an amount equal to 10 percent 
of the rxeem of the adjected art Income over the amount of dividend* received 
from pereooel holding eompealee which an aBowiMe ne a deduction for the 

puxpoae of the tax impoeed bp eection II or KM, (hi reeaoctebto amount* need 
er ert aeide to retire Indebtednem incurred bp the tevpaper prior to January I, 

IM4 (ace Inetxuetloa #). and (r) cap dlrldewde paid during the taxable pear. 

The credit egelert art laeome foe rerteto tatrrat rveef red wpea rUpednne 

ef the Halted Ate tee, or of corporxtloae nrganlecd coder art ef Onwgrree, to not 

gBewnhto for perpome cf the eurtex. 

1 AMOUNTS CKO CM BBT AMD! TO RUHR INDUIRDNEM 
INCURRED FBI OB TO JANUARY I. IM4 

If, purauect to e boon tde ptea for the rtUmaeat of He hood*. debenture*, 

er rimflar obUgstioo* repreecnllng todetlednem Incurred prior to January I, 
IPX lor the purpoee cf rnMag capftof (or aeecmed prior to that date la cow- 
aarttow with the eeqntoHloa of mpMal aemta bp which week ladebtadaam to 
eeiwrif) the teipepvc— 

(1) wettree during the leieble peer an eaeowat of eweh twdebfedneee. or 

(») ertnbfUbm » dnklag feed or leeerve fur the rithimiat of eweh IrwVtrted- 
-during the teikhle peer, ted eete edit* fa euch (cad or relieve 
an uumuI foe the rutlnmewt cf eweh fadchfadwcwc 

hi atonal x)ng the uwdMrihwted edjweled art income foe the fawehle pern, a 
gedwrttnx from the edfertef art faeomw le eSownbto fa a nmi.lfi mm* 
M rmpirt of the amowwl ee paid er art add* te mck feed or rmerve dwrfag the 

twrifto pear. 

merit muet Id made out of eemingi fnr the (JitUe peer Icfore divtrihution of 
euch earning! mep le mate. The reeeoneblcnc-s* if the deduction ehell be 

•Ictcrraincd upno evicting condition! Inotn et (lie cl* 1f tbr latable jeer. 

The feet that amount* hate not been uied of act edde In pete peer* will not 

entill* the leipeprr to deduct In enp tevabto peer a greeter amount then would 
othcewiee I* allowable. Aevount* pall or act aci.lc todiichercecurrent lieliUiUre 

for ripenww, eelxrire, wegee, tevre, Interat, the purrhe** if enp |cu|ertp Sc 
male, divfciende, belencee due broker*, hank or other commercial loam, nr enp 

other current liahilitp (whether rcprcecntcd bp negotiable InitrumenU. t®l*nc*# 
on account, or olhrrwlie) do not eorvrtiluU allowable dcductlona. Thu i* true 

aa raped* lialuhtue which are papahle at the convenience of either the debtor 

or the creditor, or on tbr drinand of either. 

Xo deduction .III I* permitted with raped to anp item for which a deduction 

Ic nther.l* allomalft under THU IA or Title I of the Revenue Act of IWf or 

under env applicable prior Income tai act. 

A raolullon, iperiljfog the particular IndcMednem to I* rrUrwd, tbr |Aan rf 
retirement, aid the ipccilv e**di to be ueed (or lliat purport, peartd bj the 

board of director* or oorreeponding autborilp during the taiaM* period or prior 
thereto, will M roof.lend eu(Ikelent to meet the et.lutorp requirement that the 

amount* enuri bw "ert artto. " A ccrtiSvd copp cf euch ranlution muit eeeorn- 

piny thl« return. 

The burden of proof wtll rat upon the Uj paper to auetale the deduct loo 

rial mad. TWefucr, the taxpaper muet (urnUh the WocwieUc® required bp 

He her! u U E of thto return end euch other Information ee the Corumlertooer may 

require In eutwtentietlon cf (he deduction rialmod. 

T. BATE OF BCBTAI 

The eurtex to to be computed at the rat* of M percent upon the amount cf the 

imdielrl holed ad Juried net Income not In eircwi if #100.000, end at the rate of 

fO percent upon lie amount of the undl*lril»ulel edjuited net Income la exetm 

cf 1100.000. 
(. BtOHATtlBEB AND VEBIFICATION 

The return that I le aworn to hp the prahlent. view praldent, or eftotr pria- 

ripel officer, and lip the trart'Trer, aulitant traaeurer, or iMf *cco»wring ofBcwr. 

Tie return of a foreign corpocilkui having no office or place ef horinem la the 

Veiled Htetm but bevleg an agent In U.e I'rJled Htetei abail be rwern to hp 

euch agrwt 
#. TIME AND EtAf E FOB FILINO 

The return end he (led oe or before the (fteenUi dap of the third month 

fodowtog the cloee of the Uiaifa peer with the coilertor cf Internal rrvrt.ue 

for the dlrtrict la which the corporation'• priaripel office U located. In (he race 

of a foreign corpora Uoe net having anp office or piece of tndnam le the fr.ited 
Ota tew the rvtum ehell be (led oe or before tbe A/teenth dep of the elith month 
foriowlng the cloee ef Ufa taxable peer, with tbe Collector cf latimel Revenue, 

Raltimorf. Mxrrland. 

The colleetor of Internal revreue mep grant a reeeneehto erienrion of Ume 
foe (ling a return, not to wxeewd S raoalha. If application Iheewfcv to mrnte bcCoew 
the <tole peuecribed bp tow foe (Ung euch return, whmever la hie Judgment 

good eeuee evtoto. " 
I#. PAT MINT OF TAXBB 

The fax ahould be paid bp eewdfag er hrtoM«( w*«h Mm return a cheek or 
money order drawn to the order of “CoUector ef Intend] Revenue at Oneert 
name ead rity end ffulrl " Do not aamd eeeb bp wmO, aor pap It In peter® 

except at the collector-* office 

Tbe total amount of Ui mep be paid when the ewtwre to (tod oe la four equal 

taetaUmewt* ee follow*: The (rat tortalhnewt etol be paid on oe before tbe dele 

pececrihed for (Ueg tbe rwtorn, the earned laeteBmewt ehell be paid on er before 
the fifteenIh dep cf the Ulrd moath. the third Urielkment on or before the 

(flecnth dep of the eftlh weed, nod the fowth InetaHmcert on or Wore the 

(ftenth dep of the ninth month, after the date preecribed for pepfag Um (ret 

InetaUmrut. 

Jf enp irmteOmcnt u not paid ow the date (led for Ito payment, the whale 

amount of the lex unpaid ehell be paid upon notice and demand bp tbe 

collector. 
ti. rsNALim 

pw wtBM Mm te make wad Be iitwrx an dme.—Not more thea 110,000 

oe ImpctaoewMat for not more thaa ooa peer, or both, and U addition M per¬ 

cent of Um aeeowxt of the tax. 

jm t|Mj miktog a (Mm er heddMi return.—Not morn than I10AN er 

Imprtoooment for not mom thea (m peace, or both, tigotirt with the corta of 

prcercutloo. 

Far deddaaey la tax.—trier ert on a dedrieaey at ( pweent per annum 

to tbe date the dedeteaep to aaeeeaed. or to the thhttotb dap after the (ling of a 

walrrr cf the mrtrirtioos ea amiemeat aad ooBeetlea, whichever dale to the 
aad la miIiMIIimi ( percent of the amowat of the dadeiaaep If dwe to arg¬ 
ue |,tn*f—1 dtorngard cf rule* aad rngntattoae nrtthowt la teat to 

itofioad. er (0 pwemf of the amount ef the dedrieaey If doe to fmad. 

UL FITMENT OP BCBTAX ON PBO BATA MARKS 

The enetoi lief i --■* by eeetlen Ail doew no* eppty fa i*y fawwbfa year • mmy 
a,r - Mill 1- at the rime of (Ufag hie rrtwm. fa hfe groan faenme bin 
enetoi gee ewfaehere of the adjwrtnd art I 
year ef aowb eerporation ewwfing wrih ar ( 
HIM) ef tha Revwwwe Art of INI lameehwv 
be made bat only Item* I to • ead Sit i tute D i 

tx. pusuemr statrmrttp 

Rvery pemea rwqutowd to (to a return on thto form aheS (1* vt» Mm 
or •orlAXBbtib * «po« Form 1M4 o4 m 

gmn elan wpea the ert ecu: Name ead addreae, art taaem^aad tm 
te elifftfi-.**-...itoMu..m..i."*.ditoHton 
r U «••• «f aay CeJOwm to (1* each rtntemeat wMh the 

i H from the ntwea, aad M ‘ 

M 

CO 
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1 *V THIS INDENTURE, made this. 
: •- R'lth **■ - * - 

— day of- .103. Ut by and between 
_of Knox County, Tennesseei, of the 

first part, amTSEABOARD SMALL, LOAN CORPORATION, Room 4. Schriver Rid)?.. Knoxville, Tenn.. of 
the second part 

WITNESSETH: That said first party or parties, do hereby sell, assign, transfer and mortgage to said 
second party for the purpose of securing said second party in the payment of an installment notelof even 
date therewith for $-a!—-with Interest and fees as provided by Chapter 153. Acta of 1925^ of the 
State of Tennessee, and any other note said first party or parties may owe said second party within three 
years from date not exceeding $300 which specifies this Instrument as security, the following described 

at_ personal property, located 
to srtf: 

Sort man & Coyena Sc Co., 
+1 grhlrut 8 lajrtnblav 

9x12 rvgt 
oaV partor chair' 
loother uph. chair' /\ 
walnut book case & 
velowr davenette ^ 
oaH book caste- 
floor lnaip^ 
nsthojany iosk 
wicker rocker * 
oak round dining table 

buffett r 
library table/ 
dining chairs*/ 
rocker^ 

-Knoxville^ Tenn., 

✓3 
xl 
*1 

xl 

a 

*1 

rl 
1 

>1 

X4 

X 
XI 

^1 

✓1 

•<L 

* 1 

pi&no JMat top.*' 

’ *4 

K* 

de^lc JbdbltpxXr 

.CP 

oak 
oak 
oak 
oak 

sc 

a 

2? 

wtt 2nut 

walnut 
walnut 
wa lnut 
oak 
oak 

beds, s b „ 
dragser 
washstwnds 
wardrobe 

drop leaf table 
cha1rs 

walnut beds, ® f *• 
walnut vanity dresser 
oak arm chair 
oak rookor 
Oak dresser,1 wicker 
center table 

tab lb 

Walker economist, ran,~e 
drpp leaf table*' 
kitchen table 
MoDougnll kitchen cabinet 
gray kllcHen cabinet 
oak hoi 1 rack y 

ms- 
r*ct1 
M m 

u S. 80A»D Of TAX A! 
OtVi.A ....DOCXCT 

*P«t*TfO | VtOCftCC 

MAY 14 1940 

PtTlTmstR-S /] 
EXHIBIT—S&_ 

KSm*OUl£. 

PROVIDED, that If the first party, his agent or assigns shall pay the debts according to said above- 
mentioned condition, then this mortgage instrument shall be void. But it Is hereby agreed that If default 
be mads ts the payment of said debt or any part thereof, then the Whole of said indebtedness becomes 
doe and payable aa provided In said note, or If any attempt be made to remove or dispose of any of said 
property, or tf at any time said mortgagee shall deem the said debt unsafe or insecure be isj hereby 
authorised, either In person or by agent, to enter upon the premises where the same may be located and 
remove and sell the same at public or private ask without notice and without demand of performance, 
and out of the proceeds retain the amount owing on said debt with expense attending the same, render- 
tag Co the first party the surplus. 

It is expressly agreed that the cancellation or release of the Installment note of even date herewith, 
shall not affect this Instrument aa security for any other note that specifies same. 

This mortgage shall be binding until released of record, fee for release of which, party of the first 
part agrees to pay. 

Witness. —yi  hand_ and seal_ this—1 It'/- day of_D£_193   

STATS or TWNKSSSZxlaa 
countt or nox j 

OS <>i« 14th a*y of. 

(SEAL) 

(SEAL) 

’M 4 befors m* paraoaally appeared 

;,r3. Kvth C, Br-~. P.:9_ 
to >*• ksows to bo Dm pones or panoes doactlbed to sad who oxrcuied too forecotoc iootrument, sad ocko<nrl«ds*d toot 
_U or tooy «x*eutod too son* so b_ or toair fro* act oad d**d. 

Wltooaa my bood aad official Ml, at offle* la KaoxvUlo, T«bo.. tbu ,V***TI?u- 
T,.-,. 11 1/-(* V“ 

-• -v vKx.—i Mr Conmlnloa u Notary azplroa- I 
Notary Public. 

i 
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Chattel Mortgage 
1,1 ■ ——- . ■ ■■ i . , 

Seaboard Small Loan Corp. 

REGISTER’S OFFICE 

STATE Or TENNESSEE 
Kuos County 

Received for 

A.D.. m ^ »t P- o'clock ^^l^and recorded in 

Tmat Book. HjL. Pb4Tm£ Al Noted la Note Book 

2dk 

For nhM 

doc* hereby Mil. aaelx* and transfer to. 

Thla_day of- — II 

By. 
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Chattel Mortgage 

—TO— 

Seaboard Small Loan Corp. 

Tnijt l Noted in Not* Bfok 

does hert-by aril, assign and transfer to.. 

This.day of..., 

T* S 
By 

; Hf 
CO CO 
n 
> 

r»: 
> 

3 a. 3 
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THIS INDENTURE, made thb..*A*!:.day of.--19 by and between 

....of Knox County. Tennessee, of the 
lirst part, and SEABOARD SMALL LOAN CORPORATION. Room 4. Schriver Bid*., Knoxville,-Teen., of 
the second part. 

WITNESSETH: That said first party or parties, do hereby sell, assign, transfer and mortgage to said 
second party for the purpose of securing said second party in the payment of an installment note of even 

date therewith for $.f?P..-P.C!. with interest and fees as provided by Chapter 153, Acts 1925 of the 
State of Tennessee, and any other note said first party or parties may owe said second party within three 
years from date not exceeding $300 which specifics this instrument as security, the following described 

personal property, located at .........Knoxville, Tenn., 
to wit: 

1-1‘‘29 ?cnt5»e Coach, motor #P660763, serial # 580^44-P 

PROVIDED, that if the first party, his agent or assigns shall pay the debts according tjo said above- 
mentioned condition, then this mortgage instrument shall be void. But it is hereby agreed that if default 
be made in the payment of said debt or any part thereof, then the whole of said indebtedness becomes 
due and payable as provided in said note, or if any attempt bemadc to remove or dispose elf any of said 
property, or if at any time said mortgagee shall deem the said debt unsafe or insecure he is hereby 
authorized, either in person or by agent, to enter upon the premises where the same may be located and 
remove and sell the same at public or private sale without notice and without demand of performance, 
and out of the proceeds retain the amount owing on said debt with expense attending the same, render¬ 
ing to the first party the surplus. 

It is expressly agreed that the cancellation or release of the installment note of even date herewith, 
shall not affect this instrument as security for any other note that specifies same. 

This mortgage shall be binding until released of record, fee for release of which, party of the first 
part agrees to pay. 

On thls..21al.day of.sTj.lP.ft—..... 
Lr. Thoms .1. yownlng._. ___. 

to me known to be the penon or persons described In andwiio'weuted "i£t foramTn* 
.-..ha or they executed the same as h.or their free act and deed. 'vswn* 

Witness my hand and official sraOat ojfiee In Knoxville.Tcnn., t*»U 

.My Commission as Notary expires. -4 

—1ft Won oh porma&T oppoond 

l 
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THIS CHATTEL MORTGAGE, 
M*da this-lftfij-day of_ 

--Allit.a ...ian*.&.Xa.itei_IAne. 

SEABOARD SHALL LOAN CORPORATION_ 
nortafML of th* mood nut: 

WITNESSETH THAT tha mortgagor do- mat ud tn 

•ad chattels ta tho dtj of._KlClMB.Qa&._ 

«t No._liil_Par rr Sr..____ And. ■ 

_morgagor of the first put, sad 

transfer onto tho mortgagee tho following foods 

_la tho State of Vi relate. 

t, tad la tho pooossolaB of mortgagor, to-wit: 

1 3 Plaa* valour Cbeaterflald, 
1 Khg. Parlor Tabltt, 
1 DaXosan Plano # 168548 
1 Mhg. Droaattr, 
1 *ig. Chlfforobo, , • 
1 Mhg. Bod, /V . 
1 Xltohan Cablnat, I u’. 
1 'tek Dining Tabla, l #J 
1 Oak Daak, V .r1 
1 4 Plaoa Fiber Suit, 
I Radio 
II Khg. Parlor 'labia, 
1 Singer Machine, 
1 I«e °ax, 
1 —rg* Mirror, 

Oak Daak, 
Oak Chiffonier, 

01V /. -C« 0 T 1 td** I 

MAY 14 1940 

IHWtUHi." .• 

tXHIlitT 

HteaiiBtof* 
...ST- 

flam said add— without tho con—it ta writing of said mortgagee.) 
PROVIDED ALWATS. that thia mortgage is oath* arpre— oocdltiona. that if tho mortgagor shall pay or 

on—to be paid thaoaid mortgages, or aasigaa. tho actually booed sum of_QM hmdTflil. j- 

D^m (f inn.on ) la oqoal monthly m of fA.QQ — tho_lftth day of ooch succeeding 
■enthuatil paid, andthnaandouo-half parent 04%) p-r month interest — unpaid balsnoes at 106 Broad- 
<*aco Arcade BUg^Rldunood. Va. so par tho Uniform Small Loon Acts of 1918, and Acta Amendatory there- 
<f. aa arid—ead by note of o«— date herewith. th— this transfer to bo void and of no offset, except as here- 

tested; bid. In ea— of a—-paym—t of tho told suae. or any portion thereof, at tho time, or tinea, 
•hova —— riraied. together with said inter— and chart— or any portion thereof, th— the —id party of the 
teoced part shall have fun power and oafhnritr to —tar up— tho priori ess of said party of the flrta part, 
or any other plaoe or piaoee when tho goette aad chattels afore—id may be, to take po—Ion of said 
prepare, to aaU tho sane for cash, after written notice aoat by mail at least live days prior to tbo date of 
sale to the la— known address of tbo parti— of tbo first part setting forth the time, and place of kale, at 
puhhc or private aale in ante manner — it —ay des— proper, aad the avail# (after deducting all expenses of 
tho sale, and keeping tho —id property that —ay be lawful) to apply in payment of tho above debt; and the 
rsaidao if any to tho said mortgagor. If fra any —a— —id piopeity shall tell to satisfy said defcta, inter- 
—a. coats and charges. tho said mortgagor h-ehy tov—ante and ogress to pay tho deficiency. The riek of 

* destruction of said pn>party ahmQ be the mortgifan. 
Any favors, extensions, or the SMgtenee of smaller payments by the mortgag— th— herein stipulated 

•hall not in any way waive the original provisions hereof. This mortgage (hall also secure the payment of 
*ay c—wai. aad any future loan u—da by tha party of the second part to the party of the first part, and 
tho party of the second part shall have tha —a— powers and authority over the property hereby conveyed 
ia enforce!ng payment of such renewal aad future to— — are above set forth — to tho original loan. 
_Tin Mid party of tha first part ooe—ante that ha or tea ia tha aoto owner of said property hereby ooo- 
•tesd and that qo other person holds **y title, ties or interest ia aaid property whatsoever. 

Tho mortgagor further agrees to insure aaid ehatteto again— firs ia favor of tha mortgages in — hmount 
of tho prtodpel. And tho aaid mortgagors hereby acknowledge that they have received from the eald 
a—atgmgee tha written memorandum required by law — per tl— Uniform Small Loan Acta of 1918, and Arts 
A mandat—y thereof, in reference to Hoc— ia connection with the to— secured by this chattel mortgage. 

The party or parti— of tho first part hereby waive tha b—eft of the Homestead Exempt!— Laws — 
Battle debt 

WITNESS the following eignatur— aad a—la: /. f 

-entity.-(SEAL) 

L <lteed- 

i the State ef Virginia. ^ 

> certify *»«» ( 

■swe. to- _ (SEAL) 

- (SEAL) 

Pahiie far end ter the Corporati— afnrs—id 

t to ite foregoing writing bsartng date on the 

sane— before a— ta my Corporation aforesaid a— ifaraatid 

19x2; 

Notary Public. 

119 





CHATTEL MORTGAGE 

i 
i 

i 
i 

i 
! 

JLLLul, »'i is 

TO 

Seakari Snail Lm CorporatiM 

H •*> Hay gfjj._19^ 

Presented in oVficc ind with 
certi|icate, admitted to record 

<* 

atu ~~ 

Tax. 

Faa. « 

Total*. 

12/ ^ 

■7 * 

^ /-T> 

■4. CA* 
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CORPORATION MCOME AND EXCESSffiOfftS HI K1DM 
For Calendar Year 1934 

— necal Year U«va ... 1*J4. i 

M. 3 3 

«*pi468 

O* V Intwptniim 

t'aAelltladV.USdoCawfci 

TU 
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Or tocml *mr b*fti 

ANNUAL INFOtMATKM BY C0BP0KAT10KS 
WJWMtlwi 0/ OMem end tmpic*— In Excmt of U6JXC m * 

FOR CALENDAR YEAR 1*34 

in 19U, and ended. .im 

122 



I 

«AWUPn fiATJ. IXUK C0BP0H4.TIQH 

aCHPOU gj - OTHHt DEDUCTIONS. 

T»l*phooa and Telagjmpb 
Auto bpnM 
La^l and Auditing 

Poitafi 

Stationary and Printlug 
Admrtiaing 
Imoc iation Dual 
Bond htaitw, Etc. 
tat and Light 
Omrtl Xxpanaa 
Yraral Sxpanaa 

* 1,346.49'! 
4,385.83, 
3,890.32/ 
6,312.71, 
3,292.83/ ! 
7,355.91- I 

616.50/; 

753.8L/ | 
26o.l2„ j 

1,074.97,-! 
721.28 ,j 

♦ 30,320.77 

I 
123 





MAWfunn aUlL LOAN COHPORlHOa 
I 

BBWATA AMD BCPBUSM 

1934. 

ia» e. 

Lots 
9 and 10 Lot 99 Sarasota 

tqpars 316. Squars 814. Florida. 

i 
i 

i 
i 
I 

Total. 

Bants BsosItsS » 3,600.00 $ 4,600.00 » 3,815.00 * 12,2?5.00 

XXFKH3»: 

Lsesi I 3.00 * $ 
Bspalra 
Bsatal Canal ••Ion 180.00 £40.00 
Intsrest 823.00 3,750.00 
Dues* 1,274.58 1,686.2c 
Klsosllaasous Xxpsnaa* 
Osprsslstlon 

{# on Cost - *40,000.00) 

Total JSxpsnsss 

* 5. 
loe.u io8. 
191.25 611. 

4,*t5. 
1,072.60 4,035. 

2.50 2. 
1.2^0. 

* 10,5217.30 

Mat Ineoos * l,48f7.70 

i 
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Commissioner of Internal Revenue, Respondent on Review 

Designation of Record 
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date of the filing of the petition for review in the above; 
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States Court of Appeals for the District of Columbia, j 

NORMAN B. FROST, 
723 15th Street, N. W. 
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United States Board of Tax Appeals. 
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United States Court of Appeals 
for the District of Columbia 

October Term, 1941 

No. 7815 

SEABOARD SMALL LOAN CORPORATION, Appellant 

v. 

GUY T. HELVERING, COMMISSIONER OF INTER¬ 
NAL REVENUE, Appellee 

BRIEF FOR APPELLANT. 

JURISDICTIONAL STATEMENT. 

This is an appeal from a decision of the United States 
Board of Tax Appeals, jiursuant to Section 1001 of the 
Revenue Act of 1926, as amended by Section 603 of the 
Revenue Act of 1928 and Section 1101 of the Revenue Act 
of 1932. 

PROCEEDINGS BELOW. 

The Commissioner of Internal Revenue levied a deficiency 
assessment against appellant in the total amount of $30,- 
928.01 on account of income surtaxes and penalties, for the 
calendar year 1934, because of appellant’s alleged status as 
a personal holding company under Section 351 of the Reve- 
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nue Act of 1934. Appellant filed its petition for relief with 
the United States Board of Tax Appeals, the Board af¬ 
firmed the assessment and this appeal results. 

STATUTE INVOLVED. 

Revenue Act of 1934, Section 351. 

Surtax on Personal Holding Companies. 

“(a) Imposition of Tax.—There shall be levied, col¬ 
lected, and paid, for each taxable year, upon the undistri¬ 
buted adjusted net income of every personal holding com¬ 
pany a surtax equal to the sum of the following: 

(1) 30 per centum of the amount thereof not in ex¬ 
cess of $100,000; plus 

(2) 40 per centum of the amount thereof in excess of 
$100,000. 

(b) Definitions.—As used in this title— 

(1) The term ‘personal holding company’ means any 
corporation (other than a corporation exempt from taxation 
under section 101, and other than a bank or trust company 
incorporated under the laws of the United States or of any 
State or Territory, a substantial part of whose business is 
the receipt of deposits, and other than a life-insurance com¬ 
pany or surety company) if—(A) at least 80 per centum of 
its gross income for the taxable year is derived from roy¬ 
alties, dividends, interest, annuities, and (except in the case 
of regular dealers in stock or securities) gains from the 
sale of stock or securities, and (B) at any time during the 
last half of the taxable year more than 50 per centum in 
value of its outstanding stock is owned, directly or indi¬ 
rectly, by or for not more than five individuals.” 

APPELLANT’S STATEMENT OF FACTS. 

Seaboard Small Loan Corporation was formed in 1924 
by Scott B. Appleby, Jr., and his associates for the purpose 
of combining personal loan offices which they had estab¬ 
lished from time to time, beginning in 1901. The purpose of 
consolidating these offices into one corporation was “to 
combine his various offices so that management, bookkeep- 
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ing and financing might be consolidated, simplified, ai^d 
made more convenient for him, to bring about cohesion ahd 
economies, and to permit the business to continue in case qf 
his death.” (Opinion, Board of Tax Appeals, Seaboard 
Small Loan Corporation case, September 20,1938. 38 B. ^. 
A. 74, Appendix, p. 8.) The Board found, in the above re¬ 
ferred to prior proceeding, that appellant Corporation wa|s 
not formed for the avoidance of surtaxes, and relieved tax¬ 
payer of a deficiency tax levied under Section 104(a) of 
the 1932 Act. 

While the Commissioner admits appellant is an activle 
business concern (R. 61), the following facts, taken from the 
record in the instant case, serve to show the extent of itis 
actual business activity and to nullify any notion that it 
might have been, by any stretch of the imagination, in the 
“incorporated pocketbook” category. 

Each of the seven offices of the corporation (R. 36) was 
licensed by the state wherein it operated; paid an annual 
fee of $250.00 for the privilege of doing business (R. 57, 58)], 
and was under the supervision of state banking official^ 
(R. 57). During the year 1934 the Company had an average 
of 9468 active customer borrowers (R. 46) with total outf 
standing loan balances of $952,926.00. The average loaij. 
per borrower was about $134.00 (R. 52). In connection 
with each of the loans made in 1934 written application^ 
had to be taken, the applicant’s credit standing had to bd 
checked, security in the form of chattel mortgages wasf 
taken, the mortgages were notarized and recorded (R. 55 )| 
and detailed bookkeeping records were kept both in the office 
making the loan and in the home office. Wherever a chattel 
mortgage on property was taken as security, an appraisal 
had to be made of such property (R. 55); closing papers] 
had to be prepared and executed, and extensive collection] 
efforts kept up in order to prevent delinquencies (R. 55-57).| 
The Seaboard Small Loan offices were in competition with! 
Morris Plan Banks, and other banking organizations in the; 
states where they operated (R. 63) and they had constant] 
need for capital, which was difficult to secure (R. 63, 64). 
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The Uniform Small Loan Statutes. 

Appellant was licensed by and operated offices in the 
states of Tennessee and Virginia under the provisions of so- 
called Uniform Small Loan Statutes in effect in those states. 

In 1907 the Russel Sage Foundation, an endowed educa¬ 
tional and research institution, began pioneering studies as 
a result of which, in 1916, it drafted, and recommended en¬ 
actment thereof by the various states, a standard regulatory 
small loan law. Since then it has continued its studies, and 
from time to time made changes in the uniform draft in 
order to keep abreast of changing conditions (R. 26, 27). 
More than thirty states, including Tennessee and Virginia, 
have now enacted this uniform law in major part (R. 27). 
It is interesting to note that about half a billion dollars in 
capital is now invested in this personal (or small) loan busi¬ 
ness (R. 31). 

Appellant’s Method of Doing Business 

In each of Appellant’s offices there was a manager, a 
cashier, one or more additional clerks, and two appraisers, 
sometimes known as “outside men” (R. 54). Business was 
secured through advertising in the newspapers, direct mail 
advertising and personal contacts. As previously indicated, 
the actual handling of a loan account, of which appellant 
had more than nine thousand in 1934, involved an interview 
with the applicant, the taking of a written application, 
checking the borrower’s credit standing, through Merchants 
Credit Asociations, and by personal investigation (R. 55); 
securing the loan, in ninety per cent of the cases, by taking 
a chattel mortgage on personal property, which chattel 
mortgages had to be notarized and recorded. Where chat¬ 
tels were taken, the appraisers would go out and inspect 
and appraise the property in question, as well as make a 
check to see that it was free and clear from other en¬ 
cumbrances (R. 55-56). These outside men were furnished 
an automobile by the Company, which paid all expenses and 
upkeep thereof (R. 56). The closing papers for the loan 
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were executed in the office, whereupon bookkeeping records 
were established in order that the customer might make hijs 
payments by monthly installments. Master bookkeeping 
records were kept in the home office (R. 56). Defaults were 
frequent on these accounts and when payments were over¬ 
due a collection letter would be written. If no response was 
had to that the outside man would be sent to make a peri- 
sonal contact; and where other things failed, the mortgage^ 
property would be replevined or suit instituted (R. 56)|. 
Collection pressure had to be constant, and was expensive 
(R. 57). 

i 

STATEMENT OF POINTS. 
I 

I. Appellant is not a personal holding company within 
the meaning of Section 351 of the statute because 80 per 
cent of its gross income is not derived from “interest”. Apf 
pellant is an active business concern, employing a large 
personnel which renders extensive personal services to bor| 
rowers. For these services a special fee is charged, in ad| 
dition to interest, by specific authorization of state statutel 
When such fees are segregated from the interest received, 
appellant is taken from without the designated class. 

The Tennessee statute is binding with respect to the 
status of monies received within that State. 

II. The definition of a personal holding company con¬ 
tained in Section 351, which was framed by Congress with 
a view to penalizing the accumulation of surpluses by “in¬ 
corporated pocketbooks”, does not include a personal loan 
company conducting extensive, active business transaction^ 
and rendering personal services through the employment 
of a large personnel. 

The courts have power to declare that a thing within the 
letter of a statute is not governed by the statute when it id 
not within the spirit or the intention of the lawmakers. 

III. Application of Section 351 to this appellant would 
result in a violation of the Fifth Amendment. 
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Legislative fiat contrary to fact that takes away prop¬ 
erty from a person when it is unnecessary to do so to pre¬ 
vent tax evasion, or when there is no economic or political 
equivalence between such property or person and other 
property or persons paying a similar tax is a taking with¬ 
out due process of law. Congress has found as a fact by its 
reports, debates and by subsequent amendment of the law 
that a small loan company such as appellant is not an in¬ 
strument of tax avoidance: Thus the principal reason that 
would support imposition of the additional penal tax is 
eliminated. 

IV. The additional 25 per cent penalty for failure to file 
an executed return on the special form 1120-H was illegal 
in any event, as all the information called for on Form 
1120-H was supplied by appellant on Form 1120. Form 
1120-H is not a return, but only a computating sheet of the 
tax. 

ARGUMENT. 

Less Than 80 Per Cent of Appellant’s Gross Income Was 
Derived from “Interest”. 

The status of a corporation as a personal holding com¬ 
pany, under the definition contained in Section 351 of the 
1934 Act, is dependent upon two factors: the source of its 
income and the extent to which its stock is closely held. It 
comes within the definition if— 

“ (A) At least 80 per centum of its gross income for 
the taxable year is derived from royalties, dividends, 
interest, annuities, and (except in the case of regular 
dealers in stock or securities) gains from the sale of 
stock or securities, and (B) at any time during the last 
half of the taxable year more than 50 per centum in 
value of its outstanding stock is owned, directly or in¬ 
directly, by or for not more than five individuals.” 

Appellant admits that 50 per cent in value of its out¬ 
standing stock is owned by not more than five of its stock- 
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holders; but with respect to division “A” of the definition! 
it denies that 80 per cent of its income in 1934 was derived 
from the designated sources. The question in this cas4 
hence concerns the sources of petitioner’s revenue, and more 
narrowly, whether the total gross receipts from its busi-i 
ness activities constitute “interest” within the meaning of 
Section 351 of the Act. 

Sources of Income in 1934. 
I 
I 

It might be helpful to copy here appellant’s income and 
expenditure statement for 1934, introduced in the record as: 
petitioner’s Exhibit No. 2 (R. 68). 

Income j 

Gross Earnings of Offices: 
Norfolk, Va.$25,034.82 
Richmond, Va. 32,496.75 
Lynchburg, Va. 37,694.54 
Roanoke, Va. 30,451.66 
Portsmouth, Va. 48,396.59 $174,074.36] 

Knoxville, Tenn.$45,567.41 
Chattanooga, Tenn. 30,222.50 75,789.91] 

Discontinued Office. 
Interest on Municipal Bonds. 
Interest on Corporation Bonds and Notes... 
Interest on Time Loan . 
Gross Rents . 
Dividends . 
Cash Overages. 
Bad Debts Collected . 

Total Income. 

221.291 
653.22] 

5,576.451 
213.33 i 

12,225.00 
2,972.00 

14.45 I 
29,485.05 ] 
_i 

$301,225.06 
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Forward, Total Income. $301,225.06 

Expenditures 

Officers’ Salaries.$26,436.64 
Rents . 8,681.91 
Interest Paid. 1,204.99 
Taxes. 8,761.33 
Salaries and Wages.. 53,596.13 
Expenses of Rental Properties. 10,537.30 
Bad Debts Written Off. 31,201.13 
Telephone and Telegraph. 1,348.49 
Auto Expense . 4,385.83 
Legal and Audit. 3,990.32 
Postage . 6,512.71 
Stationery and Printing. 3,292.83 
Advertising . 7,355.91 
Association Dues . 616.50 
Bond Premiums, Etc. 753.81 
Heat and Light. 268.12 
General Expense. 1,074.97 
Travel Expense. 721.28 
Depreciation on Furniture, Fixtures 

and Autos. 1,760.40 

Total Expenditures . 172,500.60 
Net Income. $125,752.46 

It will be noted that the gross amount of $250,085.56 was 
received by the taxpayer as a result of its activities in the 
small loan business. If this entire sum be deemed “inter¬ 
est” within the intendment of the law, then the taxpayer 
is within the definition of the law. It should be noted that 
$12,225.00 was received as rents and $29,485.05 from col¬ 
lection of bad debts. When those items of non-personal 
holding company income are taken into consideration, it 
results that if as much as $18,534.97 of the remaining gross 
revenue of the business was paid into the Company, and 
can properly be classified, as something other than interest, 
then petitioner would not be a personal holding company 
and the deficiency assessment w’ould be unlawful. 

It can be briefly noted at this point, although discussed 
more fully hereinafter, that by virtue of the constitution 
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and statute law of the State of Tennessee, petitioner could 
charge only 6 per cent per annum on unpaid balances in 
that state, the other compensation received by it being defi¬ 
nitely assigned under the state law as charges for fees aifd 
services rendered in connection with servicing the loang. 
The following table shows the result should the Tennessee 
law be observed in this proceeding: 

$250,085.^6 
6,443.00 

12,225.d0 

$268,753.56 
£9,485.05 

2,972.0(0 
14.45 

I 

$301,225.06 

$240,980.0b 

$75,789.9 
10,827.13 

$64,962.73 
i- 

$301,225.06 

i 

97,434.28 
--1- 

$203,790.7$ 
$240,980.0$ 

An expert from the Russel Sage Foundation, Mr. Rolf 
Nugent, testified that in the small loan business costs of 
investigation and of servicing the loan “come very high i^ 
relation to the principal of the loan.,, He explained “ini 
vestigation ’ ’ by stating that applicants must be looked u# 
by call at their home and inquiry in the neighborhood to 

Interest and Service Charges—Small Loans.. 
Interest, Bonds, Etc. 
Rents . 

Bad Debt Recoveries. 
Dividends . 
Cash Overages . 

Gross Income. 

80 Per Cent of Above Is. 

Gross Income from Tennessee Offices—1934— 
At 3V2 per cent on Unpaid Balances. 

One-half of 1 per cent interest. 

Three per cent for services. 

Gross Income. 
Less: 

Bad Debt Recoveries.$29,485.05 
Dividends . 2,972.00 
Cash Overages. 14.45 
Tennessee Charges. 64,962.78 

Income from Rents and Interest. 
80 per cent of Gross Income Equals.... 

I 
I 
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ascertain their community standing and by clearance 
through a credit exchange; and said that “servicing” in¬ 
cluded the collection of periodic installments “which become 
extensive when the installments are small”; follow-ups of 
delinquent acounts; review and revision of contracts when 
the debtor is unable to pay; and constant collection pres¬ 
sure, preferably by means other than legal procedure (R. 
28, 29). These investigation and servicing costs are in¬ 
herent in the nature of the business. “Certainly costs of 
collection and servicing and investigation cannot be avoided 
if one is going to make small loans to people who cannot 
definitely prove their credit worth.” (R. 29.) 

The accountant who had audited appellant’s books for 
sixteen years (R. 33) testified that the question of allocating 
costs to each individual loan of the Company had been taken 
up with the management and discussed; that he had recom¬ 
mended allocating the costs of each individual loan on the 
Company’s books, but that this detailed accounting system 
was not put into operation because the cost was prohibitive. 
(R. 43.) For this reason, it was not possible to furnish 
testimony as to the exact cost of investigating and servicing 
each loan. It will be borne in mind that in the beginning 
of 1934 the Company had 8902 individual loans and by the 
end of the year 10034, the average loan balance being $134.00 
(R. 46). 

In each of the offices of the Seaboard Small Loan Corpo¬ 
ration there were five employees, the manager, cashier, book¬ 
keeper and two appraisers. These appraisers were “out¬ 
side men ’ ’ who made the investigations, appraised property 
pledged as collateral, and handled collections of delinquent 
accounts (R. 55, 56). These men had to be furnished with 
an automobile, all costs and expenses of which were paid 
by the Company. 

The cashier handled the periodic installments which were 
paid on the loan, and the bookkeeper made out the credit 
cards which were part of the local office records (R. 56). 
The president of the Company, Mr. Paul Appleby, explained 



that collection pressure had to be exerted frequently, and 
detailed the procedure followed (R. 56, 57). 

Mr. Appleby further testified that the entire item qf 
$4,384.83 shown in Exhibit No. 2 under “auto expenses” 
was expended for automobiles maintained for the apprais¬ 
ers or “outside men”; that the item for “salaries and 
wages” of $53,000.00 included no executive salaries, bqt 
was simply wages of the employees, previously described, 
who “serviced” these loans. The item of “telegraph and 
telephone” of $1,348.49 represented collection costs in send¬ 
ing telegrams and calling up delinquent customers. (R. 57\) 
It will be readily seen that far in excess of $18,534.97 was 
charged and received by the Company not as “interest” 
but for investigations, handling and servicing of mortgages, 
appraisals, costs of collection, maintenance of automobiles 
in connection with appraisals, and for other services per¬ 
formed in behalf of the borrower. 

The Tennessee Statute is Binding, With Respect to the 
Status of Monies Received in that State. 

The Constitution of Tennessee, Article 11, Section J, 
prohibits “interest” in excess of 10 per centum per annurrj. 
The legal rate of interest, however, has been fixed by statutb 
at 6 per cent. (Tenn. Code, Sec. 7303.) 

In 1925 there was enacted in Tennessee a Small Loan Aqt 
(Tenn. Code, 1932, Sec. 6721 Appendix 24), under which ap¬ 
pellant operated, the pertinent part of which reads as fol¬ 

lows: 

“Rate of interest and fee.—Every person, licensed 
hereunder, may lend any sum of money not exceeding 
in amount the sum of three hundred dollars, and may 
contract for, charge and receive thereon interest ndt 
to exceed six per cent, per annum; provided, howevet, 
that the licensee may charge and receive for investi¬ 
gating the moral and financial standing of the appli¬ 
cant investigating the security, titles, etc., and for othefcr 
expenses and losses of every nature whatsoever, anji 
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for closing the loan, a fee not above three per cent, per 
month of the principal sum lent over the term of the 
loan, both interest and fee to be computed on the un¬ 
paid balance of the principal due at the end of each 
month over the life of the loan.” 

This statute has been consistently construed by the Su¬ 
preme Court of Tennessee to be constitutional, and the 
charges for services rendered borrowers, in addition to the 
6 per cent interest rate, held lawful and not usurious. There 
is no fiction about the law nor the manner in which it is 
administered. While a monthly service charge of 3 per 
cent on the balance of the loan is prima facie valid, a bor¬ 
rower can invalidate the loan by showing that such charge 
for services is disproportionate to the services actually 
rendered. 

In the first case in which it was called upon to construe 
this statue, Koen v. State, (1931) 162 Tenn. 573, 39 S. W. 
(2d), the Supreme Court of Tennessee said: 

“Recognizing the right of a lender to charge a rea¬ 
sonable fee for services to the borrower (Mallory v. 
Columbia Mortgage & Trust Co., 150 Tenn. 219), the 
Legislature fixed this maximum to prevent abuses of 
the system and declared in the last paragraph of Sec¬ 
tion 17 of the Act that— 

‘No loan for which a greater rate of interest, fee 
or charge than is allowed by this act, that has been 
contracted for or received, wherever made, shall be 
enforceable in this state, and any person who in any 
way participates therein shall be subject to the pro¬ 
visions of this act.’ 

“The weight of authority is clearly to the effect that 
payment by the borrower of reasonable expenses inci¬ 
dent to the loan, and of reasonable compensation for 
trouble and service involved in, or necessitated by, it, 
when paid and received in good faith, for such pur¬ 
poses only, and not as a consideration for the loan, do 
not constitute usury, even though they make the cost 
of the transaction to the borrower exceed the maxi¬ 
mum legal interest. 



“This is on the theory, as stated in Lassman v.j 
Jacobson (1914), 125 Minn. 218, 51 L. R. A. (NS) 465,j 
146 N. W. 350; Am. Cas. 1915 C, 774, that'Expenses in-\ 
cident to making the loan and furnishing the lender\ 
satisfactory security for the repayment can in no sensei 
be considered compensation for the use of the money\ 
loaned. (Italics supplied.) 

“The Legislature cannot authorize the lender to ar¬ 
bitrarily fix a monthly expense fee of 3 per cent in ad-1 
dition to the annual interest on loans and did not intend i 

to do so. As stated, the object was to fix a maximum 
service charge beyond which the lender could not go j 
without making a conclusive case against himself re- j 

suiting in the forfeiture to the borrower of the entire! 
loan, together with the charges thereon. It left the | 
loan company and the borrower free to agree upon a j 

reasonable service charge which in no event could ex- i 

ceed the maximum of 3 per cent per month. The act is j 

susceptible of that construction.” 
j 

Later, in 1934, in a declaratory judgment action, Family j 

Loan Company of Nashville v. Hickerson, (1934) 168 Tenn. | 
36, 73 S. W. (2d) 694, 94 A. L. R. 664, the Supreme Court of 
Tennessee made the following rulings respecting the ! 
statute: 

“The pre-existing right of a lender to reasonable j 

compensation for service rendered the borrower in ! 
connection with a loan was recognized by the Legisla- j 

ture, and to measureably check abuses so often asso- j 
ciated with such transactions it was declared by the j 

act that any charge beyond the maximum fee therein j 

fixed for the service would work forfeiture of the loan, j 
The maximum fixed and the penalty for exceeding it j 
was intended for the benefit of the borrower and not j 

designed to confer power upon small loan companies j 

to arbitrarily charge the maximum fee. 
“Looking to the bill we find that the amount the de¬ 

fendant contracted to pay complainant did not exceed 
legal interest and the maximum service fee. The con- | 
tract is prima facie valid. See Richardson v. Brown, | 
9 Baxt. 242; Wallace v. Goodlet, 93 Tenn. 598, 30 S.W. j 

27; Stewart v. Latlirop, 95 Tenn. 501, 32 S.W. 464. If 
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the contract includes usury not apparent, the defend¬ 
ant could only avoid the usurious excess by plea under 
section 7310 of the Code and the burden would be upon 
him to support the plea by adequate proof. Hamilton 
v. Moore, 7 Humph. 35; Turney v. State Bank, 5 
Humph. 407; Parker v. Bethel Hotel Co., 96 Tenn. 289, 
34 S.W. 209, 31 L.R.A. 706.* * * 

“We concur in the declaration of the chancellor that, 
as provided in the statute, the complainant may esti¬ 
mate the expense fee and contract with the borrower 
for a sum equal to the reasonable estimated value of 
services in closing the loan, but in this estimate it could 
not include as a legitimate charge elements which it 
may consider necessary to cover overhead.” 

In 1937, in deciding the case of Dura Williams v. Per¬ 
sonal Finance Company of Nashville, 172 Tenn. 69, 109 
S.W. (2d) 1166, the Supreme Court held that charges for 
salaried employees in investigating borrowers’ credit, writ¬ 
ing chattel mortgages and making collection efforts against 
delinquent borrowers, were reasonable service charges and 
not “compensation for the use of money.” 

Other Tennessee cases dealing with this statute, wherein 
the service charge feature is approved, are Personal 
Finance Co. v. Hammack (1932), 163 Tenn. 641, 45 S.W. 
(2d) 528; and Pugh v. Hermitage Loan Co. (1934), 167 
Tenn. 389, 70 S.W. (2d) 1166. 

The loan contract between the Seaboard Small Loan 
Company and its customers in Tennessee, as disclosed by 
the record (67) in every case was as follows: 

* ‘ Knoxville, Tenn.193... 

$. 

For value received (I or we) promise to pay to the order 
of the SEABOARD SMALL LOAN CORPORATION, 521 
Market Street, Knoxville, Tennessee.DOLLARS 

Due and payable at the office of said Company in. 
installments, as follows: $.on the. 
day of.,19_, and $.on the 
.day of each month thereafter until the full amount 
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of principal, with six per cent per annum and fee of.i 
per cent per month on unpaid balance in accordance withj 
Chapter 153 of the Acts of 1925 of the State of Tennessee 
has been paid. Default in the payment of any one install^ 
ment, interest or fee will cause the whole amount to become! 
due at the option of the holder. 

This note is secured by chattel mortgage, dated.| 
. 19,. | 

NUMBER OF INSTALLMENTS.! 
AGGREGATE OR TOTAL PRINCIPAL, INTEREST 
AND FEES $.IF PAID IN DUE COURSE' 

.(SEAL) 

Witness.(SEAL) ”i 

As stated by the Supreme Court of Tennessee in Koen v.j 
State, supra, “the weight of authority is clearly to the| 
effect that payment by the borrower of reasonable expense! 
incident to the loan, and of reasonable compensation forj 
trouble and service involved in, or necessitated by the| 
loan” do not constitute interest. This weight of authority! 
is disclosed in cases decided by the Supreme Court of the 
United States, the various Federal Circuit and District! 

i 

Courts, and the Courts of last resort of almost each of the! 
several states. A collection of more than two hundred of 
these cases is included in an Appendix to this brief. (Ap-| 
pendix p. 13.) 

In connection with petitioner’s business in Tennessee,: 
the constitution and statutes of that State are binding as to; 
what constitutes interest and what compensation forj 
services. 

Since Erie Railroad Company v. Tompkins, (1938) 304; 
U. S. 64, it is beyond dispute that the Federal courts can-j 
not set up any independent Federal, general or common! 
law. Appellant’s personal loan business is not governed! 
or regulated by any Federal statute, but is subject only! 
to the local laws of the states wherein the business is! 
transacted. In such situation, despite the cases that have 
held Federal income tax laws must be uniformly admin- 
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istered, and local decisions considered governing only where 
Congress has so stated or implied, it is submitted that this 
court is bound to recognize the Constitution and statute law 
of Tennessee pertaining to the exaction of interest within 
the state, as well as the state court decisions of construction. 

THE DEFINITION OF A PERSONAL HOLDING COM- 
PANY CONTAINED IN SECTION 351 DOES NOT 
INCLUDE ACTIVE SMALL LOAN COMPANIES. 

Intendment of the Statute, as Gathered From Its Text and 
Disclosed by Its Legislative History. 

Mr. Justice Murphy recently said, in construing a statute, 
The United States v. Dickerson, 309 U. S. 647; 60 S. Ct. 713, 
that— 

“The meaning to be ascribed to an Act of Congress 
can only be derived from a considered weighing of 
every relevant aid to construction.’’ 

and cited United States v. Fisher, 2 Cranch 358, 386, where 
it was said: 

“Where the mind labors to discover the design of the 
legislature, it seizes everything from which aid can be 
derived.” 

In following the legislative history of this Act it should 
be noted that its provisions not only were new but were 
revolutionary, and that the lawT, although not signed until 
May 10, 1934, became retroactive to January 1, 1934. 

Section 351 of the 1934 Act w’as enacted by Congress after 
extensive hearings before various committees, but chiefly 
before the Ways and Means Committee of the House. The 
object of the legislation was to defeat tax evasion and tax 
avoidance by wealthy persons through use of the so-called 
“incorporated pocketbook.” In the very first paragraph 
of its report on the bill the Ways and Means Committee 
clearly states what objects it had in mind in recommending 
passage of the legislation— 
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“ Perhaps the most prevalent form of tax avoidance 
practiced by individuals with large incomes is the 
scheme of the ‘incorporated pocketbook.’ That is, a^i 
individual forms a corporation and exchanges for itjs 
stock, bonds or other income producing property. By 
this means the income from the property pays a corpo¬ 
ration tax but no surtax is paid by the individual if thje 
income is not distributed. 

“For instance, suppose a man has $1,000,000 annual 
income from taxable bonds. His tax under existing 
law will be $571,100. However, if he forms a holding 
company to take title to the bonds and receive the iij- 
come therefrom, the only tax will be a corporate tax 
of $137,500 as long as there is no distribution of divi¬ 
dends. Thus a tax saving of $433,600 has been ef¬ 
fected.’ * 

i 

(See also Senate Finance Committee Report, Revenue 
Act 1934.) 

In the debate in the House of Representatives over a pro¬ 
vision in the 1928 Act similar to Section 351 of the 1934 
statute, Congressman Green of Iowa, said that: 

um * * ft js intended to reach corporations that have 
no regular business except cutting off coupons, col¬ 
lecting rents and receiving dividends.” House Co 
gressional Record, Volume 69, 1928. 

Since the first enactment of this statute there has been 
declaration by Congress and no statement by any individj- 
ual connected with the executive branch of the Government, 
to indicate that the purpose of the law was or is other thaiji 
as initially declared. Indeed, just subsequent to enactment 
of the law the then General Counsel for the Bureau, novjr 
Mr. Justice Robert H. Jackson, and Commissioner of Ink 
ternal Revenue Guy Helvering, both were quoted as reasi- 
suring business men that they need not fear application of 
the statute to operating business concerns. According t<j) 
the Treasury Department Press Service, Commissioner 
Helvering stated: 

i 
I 
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“No operating corporation accumulating surplus and 
using the same in the business in which it has engaged 
should be apprehensive.” 

Section 351, with rates ranging from 30 to 70 per cent of 
“adjusted taxable income” over and above the regular, 
normal taxes on business corporations was designed as a 
penal measure to get at the “incorporated pocketbook,” 
whereby wealthy persons, not engaging in business, were 
seeking to avoid payment of income taxes in the higher sur¬ 
tax brackets. 

The following colloquy upon the floor of the House (Cong. 
Rec. June 19, 1939, p. 10503) indicates what the men who 
prepared and legislated the provision felt about its intend¬ 
ment as applied to companies similar to petitioner: 

Mr. Disney. Mr. Chairman, will the gentleman 
yield ? 

Mr. Celler. I yield. 
Mr. Disney. These small loan operating finance 

companies have not been considered personal holding 
companies. 

Mr. Celler. I think the gentleman is correct, but some 
of these companies have been deemed personal holding 
companies by the Internal Revenue Bureau. I think 
such interpretation is erroneous, and I rise today to 
indicate to the Internal Revenue Bureau their error. 
It is ridiculous to classify any of them as ‘ incorporated 
pocketbooks ’ no matter -what the State law may be con¬ 
cerning ‘ interest. ’ 

Mr. Disney. It was not the intention of the commit¬ 
tee, as I recall the discussion, to include any operating 
finance companies and make them ‘personal holding 
companies. ’ 

Mr. Celler. I think it would be grievously wrong to 
do so, but they have done so because of the definition 
of ‘interest’ under various State practices, and for that 
reason I do hope the Internal Revenue will take heed 
in this connection. 

Mr. Boland. No changes have been made to section 
402 in the present bill, because, as a member of the 
Ways and Means Committee, I say it is generally con¬ 
ceded that it does not apply to commercial business. 



It has been clarified and developed since originally in¬ 
troduced as section 351 of the Revenue Act of 1934. 
Such sections were never intended to apply to operat¬ 
ing financial companies. 

Mr. Celler. I thank the gentleman. Let me continue 
with the history of this matter.” 

In the light of the history of Section 351, the purposes jit 
was designed to accomplish, and the reassuring statements 
made by the then Commissioner of Internal Revenue and 
General Counsel of the Bureau, it seems to appellant wrong 
and unlawful for the Government now to assert penalty 
taxes (that confiscate practically its entire net income) 
against petitioner, and those in like situation, who by no 
stretch of the imagination were ever contemplated by the 
legislature as being “incorporated pocketbooks” subject to 
the penal provisions of the law. 

The Courts Have Power to Declare That a Thing Withih 
the Letter of a Statute Is Not Governed by the Statute 
When It Is Not Within the Spirit or the Intention of 
the Lawmakers. 

I 

.! 
The most recent case to reiterate the principle stated iji 

the above subheading is that of Pembroke Realty and Se¬ 
curities Corporation v. Commissioner of Internal Revenue, 
CCA 2 (per Swan, C. J.) August 4,1941, wherein the Unitecjl 
States Circuit Court of Appeals for the Second Circuit re¬ 
fused to apply the provisions of Section 351 where its literal 
application would have resulted in a tax never contemplated 
or intended by Congress. In that case the personal holding 
company had distributed all of its current income in comf 
plete liquidation, and, due to the fact that it had no accumul¬ 
ated earnings and profits because of impairment of its 
capital, technically and literally would have been subject 
to the penalty taxes of Section 351. In refusing to uphol4 
the tax, the court said: 

“It is within the power of the courts to declare that 
a thing which is within the letter of a statute is not 
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governed by the statute because not within its spirit or 
the intention of its makers.” 

Again, only so recently as June 9,1941, the Tenth Circuit 
in the case of Inland Development Co. v. Commissioner of 
Internal Revenue, 120 F. (2d) 986, applied the principle 
here under discussion and “pierced a corporate veil” in 
order to prevent an obvious injustice under Section 351 
through literal application of the provisions of the law. In 
that case the taxpayer corporation qualified as a personal 
holding company through its stock being owned by less than 
five persons. The personal holding corporation, in turn, 
owned the entire capital stock of subsidiary companies, to 
which it assigned oil and gas leases. One of these subsid¬ 
iaries had paid to the parent corporation a “dividend” 
which amounted to more than 80 per cent of the taxpayer’s 
entire gross income for the year 1934, and thus technically 
made the taxpayer a “personal holding company” subject 
to surtaxes under the Act. The court found, however, that 
the “dividend” actually represented income to the parent 
corporation from the sale of oil, was not a dividend upon 
stock, and hence reversed the Board of Tax Appeals and 
relieved the taxpayer from the penalties under Section 351. 

In the Fourth Circuit, previously, Judge Parker had 
stated that— 

“Unless the courts are very careful to regard sub¬ 
stance and not form in matters of taxation, there is 
grave danger on the one hand that the provisions of 
the tax laws will be evaded through technicalities and 
on the other that they will work unreasonable and un¬ 
necessary hardships on the taxpayer.” Industrial Cot¬ 
ton Mills Co. v. Commissioner (1932), 61 F. (2d) 291. 

The Tenth Circuit, in Prairie Oil & Gas Co. v. Motter 
(1933), 66 F. (2d) 309, applied the principle in denying the 
contention of the Commissioner that the corporation must 
base its depletion charges on the original cost, rather than 
on the price actually paid, thereby looking to the substance 
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i 

of the matter rather than to the form and the definition of 
the term “reorganization”. In that case the court said:: 

“Counsel for the Collector contends that Congrejss 
can ascribe any definition to any word, and that suqh 
definition becomes the meaning of that word for tfye 
purposes of that Act; and that, however incongruous 
it may appear on its face, Congress has so defined tie 
reorganization as to include this transaction.” 

. ' . . i 
Judge Learned Hand, of the Second Circuit, in his opin¬ 

ion in Helvering v. McGregory (1934), 69 F. (2d) 809, saicjl: 

“It does not follow that Congress meant to cover suc[h 
a transaction, not even though the facts answer the 
dictionary definition of each term used in the statutory 
definition. It is quite true, as the Board has very well 
said, that as the articulation of a statute increases, tlje 
room for interpretation must contract; but the mean¬ 
ing of a sentence may be more than that of the separate 
words, as a melody is more than the notes, and no de¬ 
gree of particularity can ever obviate recourse to tlje 
setting in which all appear, and which all collectively 
create.” 

i 

That personal loan companies, engaged in active business 
operations, requiring a large staff of employees, public 
business offices, business judgment and acumen, and the use 
of its earned surpluses in its business, wras not “within the 
spirit or the intention of the lawmakers” who enacted Sec¬ 
tion 351 of the 1934 law, definitely appears from the debate 
on the floor of the House June 19, 1939, previously quoted, 
where members of the Ways and Means Committee stated 
upon the floor, without contradiction from any member, tha^; 
it was never the intention of Congress to include personal 
loan or similar companies within the provisions of Sectio^ 
351. 

It is true that the Circuit Court of Appeals for the Secf- 
ond Circuit, in the case of Noteman v. Welch, 108 F. (2d) 
206, has held that a loan company operating under the local 
Massachusetts laws was a personal holding company withiif 
the meaning of Section 351 of the 1934 Act. Apart fronji 

I 
I 
i 
I 
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appellant’s belief that the Noteman case is wrong in princi¬ 
ple, it should be borne in mind that the proof in that case 
showed that all of the company’s receipts were designated 
as and placed in the company’s books of accounts under the 
general heading of “interest” and that no showing was 
there made that the special charges for services bore a 
reasonable relationship to the services actually performed. 
Appellant derived a large part of its total revenues from 
operations within the State of Tennessee, and the statute 
in that state definitely distinguishes between the charges 
that a personal loan company may make for services and ex¬ 
penses, and the interest they may charge and collect for use 
of money. (See Tennessee statute, Appendix p. 24; also 
infra, p. 11.) Hence, apart from the evidence adduced by 
appellant regarding the nature and extent of the services 
rendered borrowers by it for the fee charged, the law under 
which it operated itself designated the segregation between 
the interest and service charges. 

The Act Must Be Construed to Give Effect to the Intention 
of Congress. 

Cooley, in his Work on Taxation, Section 502, applies 
with especial reference to taxation an elementary rule of 
statutory construction: 

“Statutes relating to taxation are to be so construed 
as to carry into effect the obvious intent of the legisla¬ 
ture rather than to defeat what is intended by a too- 
strict adherence to the letter.” 

The rule has been referred to and applied in the following 
cases: 

Helvering v. Midland Mutual Life Insurance Com¬ 
pany, (1937) 300 U. S. 224, 81 L. Ed. 612; 

Ebert v. Poston, (1925) 266, U. S. 548, 69 L. Ed. 435; 
Treat v. White, (1901) 181 U. S. 264, 267, 45 L. Ed. 

853; 
U. S. v. Goldenberg, (1897) 168 U. S. 95, 42 L. Ed. 

394; 



Church of Holy Trinity v. U. S., (1892) 143 U. S. 457, 
36 L. Ed. 226; 

U. S. v. Stow ell, (1890) 133 U. S. 1, 33 L. Ed. 555; ! 
Cliquot v. U. S., (1866) 3 Wall. 114,18 L. Ed. 116; j 
Pembroke Realty and Securities Corp. v. Commis¬ 

sioner, C. C. A. 2, decided August 4, 1941; 
Inland Development Co. v. Commissioner, (June |9, 

1941) 120 F. (2d) 986. 

In Treat v. White, supra, the Supreme Court quoted the 
following: 

“There are times when the mere letter of a statute 
does not control and that a fair consideration of the 
surroundings may indicate that what is within the let¬ 
ter is not within the spirit, and, therefore, must be ex¬ 
cluded from its scope. Church of Holy Trinity v. U. S., 
supra.” 

i 

Petitioner could ask no more of this Honorable Court 
than the strict application to its case of this fundamental 
rule of construction, as explained by Cooley and stated by 
the Supreme Court of the United States. 

i 
I 

The Statute Must be Construed in Favor of the Taxpayer. 

The rule is well settled that where there is a doubt as io 
the meaning of a taxing statute, it must be resolved in favbr 
of the taxpayer. In Hassett v. Welch, 303, 59 S. Ct. 559, 56!5 
(1938) the Supreme Court said it must affirm judgment i|n 
favor of the taxpayer, 

“In view of other settled rules of statutory construc¬ 
tion, which teach that a law is presumed, in the absence 
of clear expression to the contrary, to operate pros¬ 
pectively; (and) that, if doubt exists as to the construc¬ 
tion of a taxing statute, the doubt should be resolved iyi 
favor of the taxpayer.” (Italics supplied.) 

In the footnote, the Court cited the following cases to sup¬ 
port the underscored rule: 

Gould v. Gould, 345 U. S. 151, 38 S. Ct. 53, 62 L. E<J. 
211; 
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Shwab v. Doyle, 258 U. S. 529, 42 S. Ct. 391, 66 L. Ed. 
747; 

Reinecke v. Northern Trust Company, 278 U. S. 339, 
348, 49 S. Ct. 123, 126, 73 L. Ed. 410; 

White v. Aronson, 302 U. S. 16, 58 S. Ct. 95, 82 L. 
Ed. 20. 

In the cited case of White v. Aronson, supra, the Court 
further said: 

“Where there is a reasonable doubt as to the mean¬ 
ing of a taxing act it should be construed most favor¬ 
ably to the taxpayer. Gould v. Gould, 245 U. S. 151. 
‘Tax laws, like all other laws, are made to be obeyed. 
They should therefore be intelligible to those who are 
expected to obey them.’ Philadelphia Storage Battery 
Company v. Lederer, (D. C.) 21 Fed. (2d) 320, 321, 
322.” 

The Taxes in Question, Being Penalty Taxes, Cannot Le¬ 
gally Be Assessed Unless the Statute is Clear and Un¬ 
ambiguous. 

This rule, likewise well established, has no greater legal 
effect in the instant case than the rule just referred to that 
impels resolution of doubts in favor of the taxpayer. When 
the two rules are considered in the present case, one must 
conclude that, if there is any doubt whatsoever as to whether 
Congress intended to and did include operating small loan 
companies in the law as enacted, then this case must be de¬ 
cided in appellant’s favor. 

Mention might also be made of the rule which requires 
that tax statutes must be “narrowly” construed; that is, 
tax statutes are to be “interpreted liberally in favor 
of the taxpayer.” Bowers v. N. Y. and Albany Lighterage 
Co., 273 U. S. 346, 71 L. Ed. 676. 
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APPLICATION OF SECTION 351 TO THIS APPEL¬ 
LANT WOULD RESULT IN A VIOLATION Of 
THE FIFTH AMENDMENT * 

Where the statute by its terms expressly imposes tax ex¬ 
clusively under certain definitely stated circumstances, the 
United States Supreme Court, where a statute provision, 
contrary to fact was involved, has not been content to mereH- 
find the existence of the circumstances required by the wordfe 
of the statute. Tyler v. United States (1929) 281 U. S. 497; 
Corliss v. Bowers (1930) 281 U. S. 376; Burnett v. Wells 
(1933) 289 U. S. 670; Crowell v. Benson (1932) 285 U. S. 22^ 
at 60; Helvering v. City Bank Farmers Trust Company 
(1935) 296 U. S. 85; Article III, Section 1 of the United 
States Constitution. The problem goes beyond a mere conj 
sideration of the authority of Congress to classify for purj 
poses of taxation. The question is presented as to whetheif 
or not the Congress has the authority to impose a tax upori 
holding companies because they are holding companies an<^ 
then to allow its definition of holding company to overlap 
the field of operating companies and include some operating 
companies within its scope, notwithstanding the fact that 
such operating companies do not threaten the evil com-j 
plained of. 

In the Sinking Fund Cases (1879) 99 U. S. 700, Justice! 
Field, who wrote an opinion dissenting from the majority! 
on grounds not pertinent here said, that: 

i 

“Whenever an act undertakes to determine a ques-! 
tion of right or obligation, or of property, as the foun-! 
dation upon which it proceeds, such act is, to that ex-1 
tent, a judicial one and not the proper exercise of leg-! 
islative functions.’’ 

The Personal Holding Company Surtax Statute attempts 
to do the very act that Justice Field said was “a judicial! 
one and not the proper exercise of legislative functions.”! 

* The text of argument on this point is substantially the same as that origi- j 

nally prepared by Mr. Jackson R. Collins for use in Girard Investment Co. v. I 
Commissioner, now pending in the Third Circuit. 
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It would declare the petitioner company to be a “personal 
holding company” for the purpose of establishing the foun¬ 
dation upon which it proceeds. 

The important fact to be proved or disproved here is the 
fact of the existence of an actual personal holding company. 
Upon this fact which calls the statute into play, the due 
process clause of the Federal Constitution guarantees a 
hearing and determination to the taxpayer. A statute may 
not debar an inquiry on the existence of the one essential 
fact by defining or conjuring such fact into existence, and, 
at the same time, put off and limit the judicial inquiry to the 
secondary and relatively unimportant issue of whether or 
not the statute on its face includes the person who it at¬ 
tempts to strike. 

In Dougherty v. Bethune (1849) 7 Georgia 90, the Court 
refused to recognize a person as assignee of bank notes who 
a statute had expressly declared to be the assignee. It 
stated that: 

“The Legislature has not power to legislate the truth 
of facts. Whether facts upon which rights depend are 
true or false, is an inquiry for the courts to make * # #; 
it belongs to the judicial department of the Govern¬ 
ment. By the Constitution, the legislative and judicial 
departments are distinct. A citizen is not estopped to 
deny, in the courts of the country, any mere fact which 
the Legislature may choose to recite. If he was, the 
Government would be a despotism, and the Legislature 
might be a tyrant. * # * He is not estopped * * * to 
deny the fact of assignment.” 

The same conclusions are expressed in Taylor v. Ander¬ 
son (1914) 40 Okla. 316; Southern Cotton Oil v. Rains 
(1930) 171 Ga. 154, 155 S. E. 484 and in Gordon v. Lowry 
(1928) 116 Neb. 359, 217 N. W. 610. 

The due process clause of the Fifth Amendment restrains 
the power of the Federal Government to impose taxes, just 
as the due process clause of the Fourteenth Amendment 
restrains the states. Heiner v. Donnan (1932) 285 U. S. 312; 
Coolidge v. Long (1930) 282 U. S. 582; Blodgett v. Holden 
(1927) 275 U. S. 142. 
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i 

The statute defining “personal holding companies” so as 
to include small loan companies actively engaging in busi- j 
ness does create a status contrary to fact. 

| 

It is necessary to know what the fact is, that is, what ac- j 
tually is a personal holding company, before it may be de- J 
termined whether or not the status that has been created by j 
this statute is contrary to fact. 

The definitions and descriptions set forth below are rep- j 
resentative of the meaning generally ascribed to the term I 
“holding company.” 

“Holding Company. A corporation organized to 
hold the stock of another or other corporations.” Bou- 
vier’s Law Dictionary. Raivles’ Third Edition. 

“ ‘Holding company’ means—any company which di- ! 
rectly owms, controls or holds with power to vote, 10 
per centum or more of the outstanding voting securities 
of a public utility company or of a company which is i 
a holding company by virtue of this clause (B), unless j 
the Commission, as hereinafter provided, by order de- j 

clares such company not to be a holding company; j 
* * The Public Utility Holding Company Act of j 
1935, August 26,1935 c. 687, Title 1, par. 2, 49 Stat. 804; j 
U. S. C. A. 79b. ! 

j 
I 

The Treasury Department has defined a “holding com- j 
pany” as follows: 

“A corporation having practically no activities ex- j 
cept holding property, and collecting the income there¬ 
from or investing therein, shall be considered a holding i 
company within the meaning of section 102.” Reg. 103, \ 
Section 19. 102-2 relating to the Income Tax under the 
Internal Revenue Code. Approved January 29, 1940. 

None of these definitions of a holding company makes 
even an implied reference to the activities of an active small 
loan company, such as the appellant. The acts and activi¬ 
ties of appellant, set forth in the Statement of Facts, are j 
sufficient to show that it is not in fact a personal holding j 
company, that is, an “incorporated pocketbook” company. 

i 
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The Board of Tax Appeals in the 1938 proceeding, in¬ 
volving Section 104 of the 1932 Act, which sought to penalize 
corporations which were formed or availed of for tax re¬ 
ducing or tax avoiding purposes, had “no hesitation” in 
holding that Seaboard Small Loan Corporation had not been 
formed, or availed of, for such purposes. The following 
excerpts from the Board’s opinion are enlightening: 

“Seaboard Small Loan in 1931 w7as using almost all 
of its available funds in its business. That business 
fell off somewhat in 1932 and the corporation had more 
funds than it wras able to use in that particular year. 
But the reasonably anticipated needs of the future 
would absorb all of those excess funds. Those in charge 
believed that the demand for small loans would in¬ 
crease as soon as business recovered somewhat and 
then all of the available funds would be used in the 
business once more. There is no evidence to the con¬ 
trary. Subsequent events bore out the expectation 
which the witnesses had in 1931 and 1932. 

“# * rpke business was abie to absorb the earnings 
just about as fast as they wrere realized. Cash w*as the 
stock in trade of these corporations, and they had to 
have an ample supply constantly and readily available. 
Their business wTas a highly competitive one. They 
wTere relatively small corporations as compared to their 
principal competitors. The business w’as rather risky. 
Large amounts were lost annually in bad debts. Ad¬ 
verse legislation wTas a threat. Considering all of the 
circumstances, it seems reasonably clear that no one of 
these three corporations ever had on hand an excess of 
earnings beyond the reasonable needs of its business.” 
See Appendix p. 12. 

Where it appears from a consideration of all relevant 
factors that operation of a statute depends upon the ex¬ 
istence of a stated fact, a Federal statute which denies the 
taxpayer opportunity to show the absence of such required 
fact, violates the due process clause of the Fifth Amend¬ 
ment to the Federal Constitution. 

Where Congress imposes a tax upon a stated transaction 
to supplement and to protect an existing revenue statute, 
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it is established that such tax may not be exacted where the! 
actual fact or transaction which is the basis for the tax does | 
not exist or has not occurred even though the Congress has j 
ordained that under the particular circumstances the re¬ 
quired fact shall exist or transaction shall occur. 

In Heiner v. Donnan (1932) 285 U. S. 312, a Federal stat-^ 
ute imposing a transfer tax upon transfers made in con-j 
templation of death and providing that any transfer made 
within two years of death shall “be deemed and held to have! 
been made in contemplation of death” was held to violate! 
the due process clause of the Fifth Amendment when ap-1 
plied to a transfer which, in fact, had not been made in | 
contemplation of death. Justice Sutherland, who spoke for j 
the majority, said, that: 

“Complete ownership of the gift, together with all its 
incidents, has passed during the life of both donor and 
donee, and no interest of any kind remains to pass to 
anyone or cease in the other in consequence of the death 
which happens afterward.” # * * 

“* # * The presumption here excludes consideration 
of every fact and circumstance tending to show the real 
motive of the donor. * * * And, although the tax ex¬ 
plicitly is based upon the circumstance that the thought 
of death must be the impelling cause of the transfer 
* * *, the presumption * " * precludes the ascertainment 
of the truth in respect of that requisite upon which the 
liability is made to rest, * * *.” * * *, it constitutes an 
attempt, by legislative fiat, to enact into existence a fact 
which here does not, and cannot be made to, exist in 
actuality, * * * • # # This court has held more than 
once that a statute creating a presumption which oper¬ 
ates to deny a fair opportunity to rebut it, violates the 
due process clause of the Fourteenth Amendment. • * * 

Other cases asserting the same rule, some of them decided | 
before Heiner v. Donnan, are: Schlesinger v. Wisconsin j 
(1926) 270 U. S. 230; Tax Commission v. Robinson’s Exrs. \ 
(1930) 234 Ky. 415; Hall v. White (1931) 48 Fed. (2d) 1060; | 
53 Fed. (2d) 210; Guinzburg v. Anderson (1931) 51 Fed. \ 
(2d) 592; 54 Fed. (2d) 629; American Security & Trust Co. i 
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v. Com. (1931) 24 B. T. A. 334; Handy v. Delaware Trust 
Company (1932) 285 U. S. 352; First National Bank of 
Boston v. Com. (1933) 63 Fed. (2d) 685. 

It is submitted that under the authority of Schlesinger v. 
Wisconsin (1926) 270 U. S. 230, Heiner v. Donnan (1932) 
285 U. S. 312, and the other cases cited, that the Personal 
Holding Company Surtax Statute would violate the due 
process clause of the Fifth Amendment to the United States 
Constitution if it were to be applied to appellant. 

A statute imposing a tax upon an assumption contrary 
to fact violates the due process clause of the United States 
Constitution unless such assumption or creation may be 
justified on the ground that (1) it is reasonably necessary 
to prevent facile evasion of tax, or, (2) that actual trans¬ 
actions, property or privileges, substantially similar to the 
fictitious transaction, property or privilege, are subject to 
a similar tax. 

It is well settled that a person may not be deprived of 
his constitutional right to demand that the Court base its 
conclusions upon the actual facts presented to it rather than 
upon the pre-judgment of the Legislature in the absence of 
reasonable grounds supporting the legislative decree. The 
justification of the cases wherein a status or transaction 
contrary to fact was involved and where the statute con¬ 
cerned was upheld may not be found under the facts here 
presented. 

1. When Applied to Active Small Loan Companies This 
Statute Does not Prevent the Evasion of Tax. 

A person goes into an active business in spite of taxes 
and not to evade them. This is especially true when it is 
considered that the small loan 

“business was a highly competitive one. * * * The busi¬ 
ness was rather risky. Large amounts were lost an¬ 
nually in bad debts.1” Seaboard Small Loan Corpora¬ 
tion v. Com.y (1938) 38 B. T. A. 74, Appendix p. 12. 
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It is highly improbable that anyone would subject one’s! 
principal to the hazards of such a business in order to evade! 
tax upon the earnings of such principal. The income fromj 
stocks and bonds can be collected at virtually no cost at all 
when held by an individual or by an actual personal holding 
company. A person receiving an income from stocks and; 
bonds would not invest such principal in a business whichj 
would collect its income on such principal at a cost of 58j 
per cent of such income for the purpose of evading the ratei 
of income tax applicable against individuals. Ordinary! 
business judgment would prohibit such course. It would j 

be difficult to find a business less amenable to the evasion j 
of individual income tax than the small loan business. The 
success or failure of the individual income tax statute would; 
not depend even in the smallest degree upon whether small j 

loan companies or other companies manufacturing motor; 
vehicles or selling dry goods or engaging in any other oper-j 
ating business were or were not included within the scope 
of the Personal Holding Company Surtax Statute. 

In consequence, it should be apparent that appellant com- 
pany is even beyond the “penumbra” of a tax directed; 
against “incorporated pocketbook” companies for the pur-! 
pose of preventing tax evasion. 

2. Active Small Loan Companies Do Not Enjoy the Same \ 
Privileges as are Enjoyed by Personal Holding Com- j 

paries. 

In those cases where the Courts have sustained a tax im-j 
posed upon a status contrary to fact because reasonably | 
necessary to prevent tax evasion, other elements w'ere pres- | 
ent in addition to those to be found in the present issue. In | 
each of such cases, the person called upon to pay the tax re- | 
ceived a benefit substantially similar to a benefit received j 
by other x^ersons who were within the scope of the normal 1 
operation of the same or a substantially similar tax statute. I 
Typical of these cases is Burnett v. Wells, (1933) 289 U. S. 
670. It was there held that a Federal statute imposing in- \ 
come tax upon that “part of the income of a trust * * * ap- j 
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plied to the payment of premiums upon policies of insur¬ 
ance upon the life of the grantor” was valid when applied 
to the income of an irrevocable trust established by a settlor 
for the purpose of paying the premiums on policies of life 
insurance payable to his wrife and children. Justice Car- 
dozo, who gave the opinion of the majority, said that: 

“* * * Liability may rest upon the enjoyment by the 
taxpayer of privileges and benefits so substantial and 
important as to make it reasonable and just to deal with 
him as if he w’ere the owmer, and to tax him on that 
basis. * * * To overcome this statute, the taxpayer must 
show that in attributing to him the ownership of the 
income of the trusts, or something fairly to be dealt 
with as equivalent to ownership, the lawmakers have 
done a wholly arbitrary thing, have found equivalence 
where there ivas none nor anything approaching it, and 
laid a burden unrelated to privilege or benefit. * * * 
The statute, as we view it, is not subject to that re¬ 
proach.” 

This statute cannot be justified on the ground that an 
active small loan company enjoys the privileges of a hold¬ 
ing company. 

The effect of this statute, if applied to appellant com¬ 
pany, would be to find “equivalence where there was none 
nor anything approaching it” and to lay “a burden un¬ 
related to privilege or benefit.” Justice Cardozo has con¬ 
demned such result in Burnett v. Wells, (1933) 289 U. S’. 670 
at 679. 

Other cases stating, inter alia, the same reason as in Bur¬ 
nett v. Wells for sustaining a tax imposed upon a statute 
contrary to fact are: Tyler v. U. S., (1929) 281 U. S. 497; 
Reinecke v. Smith, (1933) 289 U. S. 172; Burnet v. Guggen¬ 
heim, (1933) 288 U. S. 280, and Corliss v. Bowers, (1930) 
281 U. S. 376. 



A statute imposing a tax upon a status contrary to fact 
violates the due process clause of the Fifth Amendment if 
the creation or assumption of such status were either an 
“unnecessary,” “inappropriate,” “unreasonably harsh’f 
or “oppressive” means of preventing tax evasion. 

In Helvering v. City Bank Farmers Trust Company\ 
(1935) 296 U. S. 85 at 90, Justice Roberts said, that: 

“A legislative declaration that a status of the taxj 
payer’s creation shall, in the application of the tax, be 
deemed the equivalent of another status falling nor¬ 
mally within the scope of the taxing power, if reason¬ 
ably requisite to prevent evasion, does not take prop¬ 
erty without due process. But if the means arc 
unnecessary or inappropriate to the proposed end, are 
unreasonably harsh or oppressive, when viewed in the| 
light of the expected benefit, the guarantee of due proc-{ 
ess is infringed.” 

| 

A. The Means are Unnecessary. 
i 

An examination of the legislative history of the Personal 
Holding Company Surtax Statute makes it clear that noj 
necessity compelled the inclusion of active small loan com-! 
panies, if indeed they are included, within the definition ofj 
personal holding companies. 

In his message, in 1937, to the Congress, the President of\ 
the United States said, inter alia, that: 

i 

“First, it is the duty of the Congress to remove new\ 
loopholes devised by attorneys for clients willing to; 
take an unethical advantage of society and their own' 
government, * * * Third, it is the duty of the Courts to; 
give full consideration to the intent of the Congress in 
passing tax laws, and to give full consideration to all 
evidence which points to an objective of evasion on the 
part of the taxpayer. Very definitely, the issue im¬ 
mediately before ns is the single one relating to the 
evasion or unethical avoidance of existing laws. * * * 

“But it seems to me that the first duty of the Con-j 
gress is to empower the Government to stop these evil\ 
practices, and that legislation to this end should not bej 
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confused with legislation to revise tax schedules. V 
House Document No. 260, 76th Congress, 1st Session. 

“Tax Evasion and Evaders 

Congress, thereupon, adopted a joint resolution “To cre¬ 
ate a Joint Congressional Committee on Tax Evasion and 
Avoidance.” Public Resolution No. 40, 76th Congress, 
Chapter 316,1st Session, S. J. Res. 165. 

The Joint Committee of the Congress then made a careful 
and exhaustive study of the problem of tax evasion. It held 
many hearings at which the testimony of the most informed 
governmental officers was taken. In addition, many other 
eminently qualified persons appeared and testified. Indeed, 
it is not too much to say that the investigation of this Com¬ 
mittee was the most thorough of its kind ever undertaken 
in this country. Hearings before the Joint Committee on 
Tax Evasion and Avoidance, 75th Congress, 1st Session, 
June 17,18, 22, 23 and 24 (1937). 

The result of the labors of this Committee upon which a 
duty had been imposed to recommend “remedies for the 
evils disclosed by” its investigation of tax evasion schemes 
was to exempt from the operation of the Personal Holding 
Company Surtax Statute active small loan companies, such 
as appellant. 

Moreover, in Notemanv. Welch, (1939) 108 Fed. (2d) 206 
at 208, Judge Magruder said in reference to the use of “in¬ 
corporated pocketbook” companies as a device to evade 
taxation and the aim of Congress to prevent such evasion 
that, 

“Small loan companies did not present a typical in¬ 
stance of the aims thus described.” 

The express exemption of active small loan companies as 
a result of the diligent inquiry of Congress to search out tax 
evasion devices, therefore, establishes beyond any cavil the 
fact that there is no relation between tax evasion by indi¬ 
viduals and the inclusion of active small loan companies 
within the scope of the Personal Holding Company Surtax 
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Statute. In other words, it was “unnecessary” to include! 
active small loan companies within the scope of the defini-j 
tion to prevent tax evasion. 

j 

B. The Means Are Inappropriate. 

It is an entirely new departure for a Federal Statute to| 
impose a tax to prevent tax evasion and to extend such tax 
to include companies whether or not such companies pro-j 
vide a tax loophole. In the usual case, all subjects of a! 
taxing statute have the one element in common which suchi 
statute seeks to tax. This is not true here. The appellant] 
engages to the fullest possible extent in business. A per-j 
sonal holding company, on the other hand, shuns such ac-; 
tivity. 

This statute is peculiarly inapt if applied to any operat-j 
ing company. It is readily apparent from a reading of 
the statute that it was fitted only to the peculiar facts pre-j 
sented by a holding company and as applied to such com-i 
pany does aid the administration of the individual income 
tax statute. Congress measured the statute only to meet 
the problem of the “incorporated pocketbook.” It said 
that a company could 

“Escape this tax by distributing to its stockholders! 
at least 90 per cent of its adjusted net income. * * 
Thus, the section should work no real hardship uponj 
any corporation except one which is being used to re-1 
duce surtaxes upon its shareholders.” Page 12. Re¬ 
port 704, 73rd Congress, 2nd' Session, Ways and, Means' 
Committee, February 12, 1934, House Reports on Pub¬ 
lic Bills II. 

But we know that if an active small loan company or any| 
other operating company were required to annually dis¬ 
tribute 90 per cent of its earnings, the inevitable result 
would be self destruction. The door of escape from tax wasj 
designedly left open but the only companies that are free to' 
use the egress are actual holding companies. The choice! 
that was given to operating companies such as the appel-j 
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lant was no choice at all. Operating companies could choose 
to distribute 90 per cent of their earnings to avoid the tax 
and thus destroy themselves or they could distribute only a 
normal dividend and suffer their business to be ground away 
by the attrition of this surtax statute. 

C. The Means Are Unreasonably Harsh and Oppressive. 

The Senate Committe on Finance recommended the re¬ 
jection of similar provisions in the House Bill which became 
the Revenue Act of 1928 because 

“As in the case of all arbitrary definitions, the effect 
was to penalize corporations which were properly build¬ 
ing up a surplus and to fail to recognize business neces¬ 
sities and sound practices. * * *” Page 12, Report No. 
960, May 1, 1928 Senate Committee on Finance, 70th 
Congress, 1st Session, Senate Reports on Public Bills, 
Etc'. III. 

In Seaboard Small Loan Corporation v. Com., (1938) 38 
B. T. A. 560, in speaking of small loan companies, Member 
Murdock expressed the fact that: 

“Cash was the stock in trade of these corporations, 
and they had to have an ample supply constantly and 
readily available.” (Appendix p. 12) 

For this reason, a requirement that an active small loan 
company annually accumulate and pay out as dividends 90 
per cent of its net income would operate with peculiar se¬ 
verity upon such companies. To meet this statute, however, 
the company would be obliged to each year withdraw from 
use nine-tenths of its net profit. To have this unusually 
large sum available to pay out in dividends the company 
would be forced to either lay aside each month a proportion 
of the total sum or to withdraw such sum at the end of its 
fiscal period. This would destroy its reserve and thereby 
reduce its capacity for making new loans or servicing the 
ones that had been made. In such manner, it would be 
forced to an ever narrowing field of activity. None of these 



problems is presented by the application of this tax to ajn 
actual personal holding company because its success or fail¬ 
ure does not depend to any degree upon the existence of ajn 
adequate reserve. 

It should be clear, therefore, that if the Personal Holding 
Company Surtax Statute is applied to this appellant thalt 
the means employed to produce such result would be “un¬ 
necessary,’ ’ “inappropriate,” “harsh” and “oppressive.]’ 
Under such circumstances, the Personal Holding Compan^ 
Surtax Statute would violate the due process clause of the 
United States Constitution to the extent that it include# 
the appellant. 

I 

A penalty may not be imposed upon innocent acts or & 
harmless status unless it bears a clear relation to the evil 
sought to be remedied. 

I 
I 

The provisions of the Personal Holding Company Surtax 
Statute are penal because their purpose is to require the 
distribution of 90 per cent of a company’s earnings and t<j> 
force this course of action on a company by exacting a 
heavy tax from companies failing to distribute. This fact 
has been recognized in Foley Securities Corp. v. Commis| 
sioner, (1939) 106 Fed. (2d) 731 at 735 and in Haffenreffet 
Brewing Company v. Commissioner, (1940) 41 B. T. A. 
at 454. 

Even in the field of criminal law innocuous acts may only 
be punished when they bear a direct relation to the evil 
against which the statute is directed. In Purity Extract and 
Tonic Company v. Lynch, (1912) 226 U. S. 192, where a 
statute to assist the enforcement of a local prohibition law| 
provided that the sale of malt beverages was unlawful, Jus-j 
tice Hughes stated the application of the rule in the follow-! 
ing words: j 

“It is also well established that, when a state exert-j 
ing its recognized authority, undertakes to suppress j 
what it is free to regard as a public evil, it may adopt; 
such measures having reasonable relation to that end j 
as it may deem necesary in order to make its action! 
effective.” 
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It has been demonstrated above that the inclusion of small 
loan companies within the scope of the Personal Holding 
Company Surtax Statute would in no wise prevent the evas¬ 
ion of tax. The rule stated by Justice Hughes, under a 
criminal statute, therefore, would apply with a greater force 
in the interpretation and application of a revenue statute. 

A statute should be construed so as to be constitutional 
if it is possible to do so. 

In Blodgett v. Holden, (1927) 275 U. S. 142, Justice 
Holmes said that: 

“* * * the rule is settled that as between two possible 
interpretations of a statute, by one of which it would 
be unconstitutional and by the other valid, our plain 
duty is to adopt that which will save the Act. Even 
to avoid, a serious doubt, the rule is the same.” 

It has been shown that if this statute were applied to the 
appellant Company, it would violate the Due Process Clause 
of the Fifth Amendment. For this reason and to give ef¬ 
fect to the intent of Congress, the Personal Holding Com¬ 
pany Surtax Statute should not be applied to the petitioner 
company. 

Penalty for Failure to File Return. 

The penalty of $6,172.84 assessed against appellant be¬ 
cause of its failure to timely file a return on Form 1120 H, 
as a personal holding company, will fall, of course, if it be 
found that petitioner does not come within the definition of 
a personal holding company under Section 351. 

Factually, the record shows that appellant’s 1934 income 
tax return and status was checked by respondent’s agents 
twice, and once by the Special Intelligence Office of the Bu¬ 
reau of Internal Revenue (R. 43, 44). Despite the fact that 
the Commissioner had in his files full information regarding 
petitioner’s status and affairs, at no time prior to 1938 was 
it ever suggested to petitioner that it should file a return on 
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Form 1120 H or that such a return was required (R. 44). 
When the suggestion -was made, petitioner had its auditcjr 
prepare and promptly submitted an unsigned return, ac¬ 
companying the same with a letter from its counsel stating 
that because petitioner did not believe itself to be a personal 
holding company within the meaning and intendment of tbe 
law, and consequently did not wish to make any admission^, 
the return was unverified. Petitioner had timely filed its 
regular income tax return on Form 1120, which is an ex¬ 
hibit in this case (R. 81). This return and the audits made 
by respondent’s agents gave respondent every bit of infor¬ 
mation that could have been disclosed by Form 1120-H-j- 
the percentages of capital stock owned by the various indi¬ 
viduals, how the company’s gross income was derived, eti. 
(R. p. 81 et seq.) Petitioner submits that in view of th|e 
fact that this law was not enacted until May of 1934; thpt 
reassuring public statements -were made by the Commis¬ 
sioner of Internal Revenue and the General Counsel of the 
Bureau to the effect that companies actively engaged ip 
business would not be affected, and as the Commissioner at 
all times had in his files under sworn statements the data 
called for by Form 1120-H, and finally, in view of the facjt 
that that form \vTas furnished when the Commissioner first 
suggested that it be filed, this penalty is not called for by 
either the letter or spirit of the law. 

CONCLUSION. 

The penalty taxes levied against appellant result from h 
strained construction of a statute which, in the light of it^ 
legislative history, plainly was never intended by the law 
makers to apply to those in appellant’s position. The mem¬ 
bers of the Ways and Means Committee of the House o{f 
Representatives have openly stated that they never contem¬ 
plated the penalties of Section 351 would be invoked against 
legitimate operating small loan companies. If the Court 
will approach the question from that viewpoint, it will finq 
ample legal authority for eliminating the unjust assess^ 

I 



40 

ments: The statutory rules of construction require ambig¬ 
uities and uncertainties to be resolved in the taxpayer’s 
favor; it is within the power of the Court to declare that, 
even though appellant’s business comes within the letter of 
Section 351 it is not within its spirit or the intention of its 
makers; the constitution and statutes of Tennessee defi¬ 
nitely mark out and apportion as other than interest suffi¬ 
cient of appellant’s gross receipts to take it from within the 
definition of Section 351; and, generally, the vast weight of 
authority of the Federal and State Courts is to the effect 
that charges for investigating borrowers, collection activi¬ 
ties, preparation and recording of mortgage papers, etc., are 
not “compensation for the use of money” but are charges 
for services rendered the borrower. 

It is respectfully submitted that justice requires the de¬ 
cision of the Board to be reversed and judgment entered in 
favor of apellant. 

Norman B. Frost, 

Frank H. Myers, 

Frederic N. Towers, 

Attorneys for Appellant, 
723 15th St., N.W. 
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A. 

Seaboard Small Loan Corporation,1 2 Petitioner, v. Commis-i 
sioner of Internal Revenue, Respondent. 

Docket No. 98375. Promulgated September 24, 1940. 

Norman B. Frost, Esq., for the petitioner. 
Philip A. Bayer, Esq., for the respondent. 

This proceeding involves a deficiency in income tax and 
surtax liability of petitioner for the year 1934, determined 
by respondent in the respective amounts of $63.81 and $24,-! 
691.36. It also involves a penalty of 25 percent of the latter j 
amount, or $6,172.84 imposed by respondent because of pe-i 
titioner’s failure to file a return on Form 1120H as a per¬ 
sonal holding company. The question here presented is! 
whether petitioner, during the taxable year, was a per-' 
sonal holding company within the meaning of section 351; 
(b) (1) of the Revenue Act of 1934, set out in the margin"! 
Petitioner contends that it was not and is, therefore, notj 
liable for the payment of such surtax and penalty. 

FINDINGS OF FACT. 

Petitioner is a corporation organized under the laws of! 
the State of Virginia in July 1924. Its principal office is | 

1 Originally entered as a memorandum opinion of same date. 

2 SEC. 351. SURTAX ON PERSONAL HOLDING COMPANIES. 
******* 

(b) Definitions.—As used in this title— 
(1) The term “personal holding company” means any corporation (other 

than a corporation exempt from taxation under section 101, and other than a | 
bank or trust company incorporated under the laws of the United States or of j 
any State or territory, a substantial part of whose business is the receipt of 
deposits, and other than a life-inurance company or surety company) if—(A) i 
at least 80 per centum of its gross income for the taxable year is derived from i 
royalties, dividends, interest, annuities, and (except in the case of regular | 
dealers in stock or securities) gains from the sale of stock or securities, and (B) j 
at any time during the last half of the taxable year more than 50 per centum j 
in value of its outstanding stock is owned, directly or indirectly, by or for not i 
more than five individuals * * *. 
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located in Washington, D. C. During the taxable year here 
involved more than 50 per centum in value of its outstand¬ 
ing stock was owned by or for not more than five individ¬ 
uals. 

In 1934 the petitioner maintained five offices in the State 
of Virginia and two offices in the State of Tennessee. At 
the beginning of 1934 it had 8,902 loans outstanding, and 
at the end of 1934 it had 10,035 loans outstanding. The 
petitioner did not make loans of over $300. 

Each of the seven offices of the corporation was licensed 
by the state wherein it operated; paid an annual fee of 
$250 for the privilege of doing business, and was under 
the supervision of state banking officials. During the year 
1934 the company had an average of 9,468 active customer 
borrowers with total outstanding loan balances of $952,926. 
The average loan per borrower was about $134. In con¬ 
nection with each of the loans made in 1934 written appli¬ 
cations had to be taken, the applicants ’ credit standing had 
to be checked, security in the form of chattel mortgages 
was taken, the mortgages were notarized and recorded, and 
detailed bookkeeping records were kept both in the office 
making the loan and in the home office. Wherever a chattel 
mortgage on property was taken as security, an appraisal 
had to be made of such property; closing papers had to 
be prepared and executed, and extensive collection efforts 
kept up in order to prevent delinquencies. The Seaboard 
offices were in competition with Morris Plan Banks, and 
other banking organizations in the states where they op¬ 
erated and they had constant need for capital, which was 
difficult to secure. 

Petitioner was licensed by and operated offices in the 
States of Tennessee and Virginia under the provisions of 
so-called Uniform Small Loan Statutes in effect in those 
states. 

In each of petitioner’s offices there was a manager, a 
cashier, one or more additional clerks, and two appraisers, 
sometimes known as “outside men.” Business was secured 
through advertising in the newspapers, direct mail adver- 
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tising and personal contacts. As previously indicated, the 
actual handling of a loan account, of which petitioner had| 
more than nine thousand in 1934, involved an interview! 
with the applicant, the taking of a written application, check-! 
ing the borrower’s credit standing, through merchants’! 
credit associations, and by personal investigation; securing j 
the loan, in 90 percent of the cases, by taking a chattel mort-| 
gage on personal property, which chattel mortgages had to | 
be notarized and recorded. Where chattels were taken, the i 

appraisers would go out and inspect and appraise the prop-1 
erty in question, as well as to make a check to see that it i 
was free and clear from other encumbrances. These out- i 
side men were furnished an automobile by the company, j 
which paid all expenses and upkeep thereof. The closing 
papers for the loan were executed in the office, whereupon ! 
bookkeeping records were established in order that the j 
customer might make his payments by monthly install- | 
ments. Master bookkeeping records were kept in the home j 
office. Defaults were frequent on these accounts and when 
payments were overdue a collection letter would be written. 
If no response was had to that the outside man would be I 
sent to make a personal contact; and where other things 
failed, the mortgaged property would be replevined or suit 
instituted. Collection pressure had to be constant, and 
was expensive. 

For the year 1934 the petitioner filed a Federal income 
tax return on Form 1120, in which it reported income and ■ 
expenses as follows: 

I 

Interest on loans, notes, mortgages, bonds and 
bank deposits, etc. $256,528.56 j 
Rents. 1,687.70 ! 
Dividends. 2,972.00 
Other income. 14.45 

Total income. 261,202.71 
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Deductions: 
Compensation of officers.$26,436.64 
Rent on business property. 8,681.91 
Interest. 1,204.99 
Taxes. 8,761.33 
Bad debts (charged off $31,- 

201.13—collected prior year 
29,488.05). 1,716.08 

Dividends. 2,972.00 
Depreciation. 1,760.40 
Salaries and wages. 53,596.13 
Other deductions. 30,320.77 

135,450.25 

Net income reported 125.752.46 

The only adjustment made to the net income in the de¬ 
ficiency letter was to disallow excessive depreciation of 
$464.03, resulting in adjusted net income of $126,216.49. 

The interest reported of $256,528.56 is carried on peti¬ 
tioner’s books in the following interest accounts: 

Interest account, Norfolk, Va. $25,034.82 
Interest account, Richmond, Va. 32,496.75 
Interest account, Lynchburg, Va. 37,694.54 
Interest account, Roanoke, Va. 30,451.66 
Interest account, Portsmouth, Va. 48,396.59 
Interest account, Knoxville, Tenn. 45,567.41 
Interest account, Chattanooga, Tenn. 30,222.50 
Interest account, Discontinued office. 221.29 
Interest on bonds and time loan. 6,443.00 

Total 256,528.56 

Petitioner introduced in evidence for the purpose of 
showing in detail its income and expenditures for 1934, an 
exhibit containing the following figures: 



Income I 

Gross earnings of offices: 
Norfolk, Va. $25,034.82 
Richmond, Va. 32,496.75 
Lynchburg, Va. 37,694.54 
Roanoke, Va. 30,451.66 
Portsmouth, Va. 48,396.59 

Knoxville, Tenn. 45,567.41 
Chattanooga, Tenn. 30,222.50 

Discontinued office . 
Interest on municipal bonds.. 
Interest on corporation bonds and notes 
Interest on time loan. 
Gross rents. 
Dividends . 
Cash overages . 
Bad debts collected. 

Total income . 

I 

$174,074.36 

75,789.91 
221.29 
653.22 | 

5,576.45 
213.33 

12,225.00 
2,972.00 j 

14.45 j 

29,485.05 j 
_ i 

301,225.06 | 

Expenditures 

Officers’ salaries . 
Rents . 
Interest paid. 
Taxes . 

.... $26,436.64 

.... 8,681.91 

.... 1,204.99 
_ 8,761.33 

Salaries and wages. .... 53^96.13 
Expenses of rental properties .... 10,537.30 
Bad debts written off. .... 31,201.13 
Telephone and telegraph. .... 1,348.49 
Auto Expense. .... 4,385.83 
Legal and audit. .... 3,990.32 
Postage . .... 6,512.71 
Stationarv and printing. .... 3,292.83 
Advertising . .... 7,355.91 
Association dues. 616.50 

I 
I 
i 
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Bond premiums, etc. 753.81 
Heat and light. 268.12 
General expense . 1,074.97 
Travel expense. 
Depreciation on furniture—fixtures 

721.28 

and autos . 1,760.40 

Total expenditures. 172,500.60 

Net income. 128,724.46 

This “net income” figure exceeds the net income reported 
by petitioner in its return by the sum of $2,972.00, for the 
reason that in its return petitioner deducted this amount 
under item 22 as dividends. 

In the small loan business costs of investigation and of 
servicing the loan “come very high in relation to the prin¬ 
cipal of the loan.” Aplicants must be looked up by call at 
their home and inquiry made in the neighborhood to ascer¬ 
tain their community standing and by clearance through 
a credit exchange. “Servicing” includes the collection 
of periodic installments “which become extensive when the 
installments are small”; follow’-ups of delinquent accounts; 
review and revision of contracts when the debtor is un¬ 
able to pay; and constant collection pressure, preferably 
by means other than legal procedure. These investigation 
and servicing costs are inherent in the nature of the busi¬ 
ness. 

Petitioner made no allocations of such costs to the in¬ 
dividual loans made by it. 

An item of $4,384.83 was expended by petitioner during 
the taxable year for automobiles maintained for the ap¬ 
praisers or “outside men” employed by it. The item for 
“salaries and wages” of $53,596.13 deducted by it in its 
return included no executive salaries, but represented wages 
of the employees, previously described, who “serviced” 
these loans. Its expense for telegraph and telephone ser¬ 
vice during the taxable year amounted to $1,348.49. 



The pertinent statute of Tennessee reads as follows: 
Rate of interest and fee.—Every person, licensed here¬ 

under, may lend any sum of money not exceeding in amount 
the sum of three hundred dollars, and may contract for, 
charge and receive thereon interest not to exceed six per¬ 
cent per annum; provided, however, that the licensee ma^ 
charge and receive for investigating the moral and finan¬ 
cial standing of the applicant, investigating the security}, 
titles, etc., and for other expenses and losses of every na|- 
ture "whatsoever, and for closing the loan, a fee not abovijs 
three percent per month of the principal sum lent over th6 
term of the loan, both interest and fee to be computed on 
the unpaid balance of the principal due at the end of each 
month over the life of the loan. 

More than 80 per centum of petitioner’s gross incom^ 
for the year 1934 "was derived from dividends and interest! 

The petitioner did not file a return on Form 1120H fort 
the year 1934. It did file a regular income tax return foij 
that year on Form 1120. In 1938 petitioner had its auditor} 
prepare and submit a return on Form 1120H, which wasj 
not signed or verified. 

Opinion. 

Kern: The questions raised in this proceeding were re-; 
cently considered by the Circuit Court of Appeals for the; 
First Circuit in the case of Noteman v. Welch, 108 Fed. (2d); 
206 (December 22, 1939), affirming 24 Fed. Supp. 437, and} 
decided contrary to the contentions of the petitioner. 

On the authority of that case and because of the reasons | 
therein given, 

Decision will be entered for respondent.} 
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B. 

Seaboard Small Loan Corporation, Petitioner, v. Commis¬ 
sioner of Internal Revenue, Respondent 

Docket No. 79971. Promulgated September 20,1938. 

Corporations which had absorbed large earnings in their 
business of making small loans were not formed or availed 
of for the purpose described in section 104 (a) of the Reve¬ 
nue Acts of 1928 and 1932. 

J. Robert Sherrod, Esq., Norman B. Frost, Esq., and 
0. H. Climillon, Esq., for the petitioners. 

DeWitt M. Evans, Esq., and J. M. Morawski, Esq., for the 
respondent. 

9 

The Commissioner determined deficiencies as follows: 

Name Docket No. Year Amount 
Seaboard Security Co._ 79970 1932 
Seaboard Small Loan Corporation- 79971 1932 
Southern Security Co_ 79972 1932 
Do_ 79973 1931 

$10,875.02 
36,797.26 
11,324.19 
13,039.92 

A number of issues have been settled by agreement and 
the only issue in each case is whether the provisions of sec¬ 
tion 104 of the Revenue Acts of 1928 and 1932 apply. 

Findings of Fact. 

Scott B. Appleby, Jr., has been engaged in the small loan 
business since 1901. He first operated as an individual, then 
through a corporation for several years, then as an individ¬ 
ual again. He, at all times material hereto, devoted prac¬ 
tically all of his time to the management of the business 
of these petitioners and was responsible for their success. 
His chief ambition was to build up, through the petitioners, 
a large volume of business. He furnished the capital and 
property used in the business and obtained credit when 
necessary. His return for 1931 showed tax due in the 
amount of $1.44 upon a balance of $127.58 after deducting 
dividends, $6,520.05; personal exemption, $3,500; and credit 
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for dependent, $400, from net income of $10,547.63. He re} 
ported for 1932 net income of $2,587.28, which included divii 
dends of $7,280.42. He claimed a personal exemption of 
$2,500 and a credit for dependent of $400. His return showed 
no tax due. His salaries for each of those years from thb 
petitioners were $12,000 from the Seaboard Small Loan 
Corporation and $3,000 from each of the other two. 

Seaboard Small Loan Corporation. 

This petitioner was incorporated by Appleby in 1924 unj 
der the name of Seaboard Security Co., a Virginia Corporai 
tion. Shortly thereafter its name was changed to Seaboard 
Small Loan Corporation. Appleby’s purposes in forming 
it vrere to combine his various offices so that management} 
bookkeeping, and financing might be consolidated, simplij 
fied, and made more convenient for him, to bring abouf 
greater cohesion and economies, and to permit the business 
to continue in case of his death. The corporation wTas not 
formed for the purpose described in section 104 (a) of th^ 
Revenue Act of 1932. 

The Corporation operated under the Uniform Small Loan 
Act as enacted in Virginia. It has had from eight to tvrelvej 
branch offices in Virginia, Tennessee, and Georgia. The 
assets with which it began business were transferred to if 
by Appleby in exchange for 250 shares of its capital stock 
and the petitioner’s note for $345,000. The assets wer<^ 
wTorth $627,548.41 and the petitioner had a paid-in surplus, 
of $32,548.41 at its inception. The indebtedness to Applebyj 
was reduced a little later when the Atlanta assets were sold 
back to Appleby and by him transferred to the two Georgia! 
corporations. This indebtedness had been reduced to $50,} 
000 prior to 1932. 

The following are the opening and closing balance sheets' 
of the petitioner for the year 1932: 

i 
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ASSETS 

Cash . 
Accounts receivable .. 
Small loans receivable 
Furniture and fixtures 
Automobiles . 
Buildings . 

Total .. 
Less depreciation .... 

Land . 
Investments . 
Special deposit account 
S. B. Appleby, trustee 

Total . 

LIABILITIES 

Notes payable . 
Accounts payable . 
Mortgages . 
Dividends payable . 
Notes payable bank . 
Capital stock . 
Stock dividends . 
Surplus: 

Paid in . 
Earned . 

Total . 

Opening 
$ 14,388.42 

40,000.00 
776,924.50 

16,958.44 
4,314.25 

30,090.00 

$ 882,675.61 
16,264.18 

$ 866,411.43 
139,910.00 

51,000.00 
100,608.72 

Closing 
$ 28,614.74 

631,788.77 
17,528.29 
1,792.75 

70,090.00 

$ 749,814.55 
18,954.42 

$ 730,860.13 
297,410.00 

14,000.00 
51,000.00 

145,527.79 

$1,157,930.15 $1,238,797.92 

$ 50,000.00 
1,600.21 

65,000.00 

35,500.00 
345,089.00 
125,000.00 

$ 50,000.00 
1,600.21 

160,000.00 
6,000.00 

345,089.00 
502,500.00 

52,728.49 52,728.49 
438,012.45 120,880.22 

$1,157,930.15 $1,238,797.92 

Small loans receivable exceeded $800,000 at the close of 
1929. The S. B. Appleby, trustee, item ranged from a low 
of $19,295.93 at the close of 1924 to a high at the close of 
1932 and disappeared at the close of 1934. The mortgages 
were on real estate purchased for the purpose of obtaining 
credit. They were gradually reduced. The petitioner’s gross 
income for 1932, amounting to $325,099.92, included rents, 
$10,094.10; recovery of bad debts, $15,475.46; and charges 
on small loans, $299,518.25. Its expenses for that year 
amounted to $2S2,682.11 and included a charge-off of $124,- 
970.36 for bad debts. The bad debt charge-off for previous 
years ranged from $27,857.04 in 1926 to $81,992.54 in 1930. 
The petitioner paid Federal income tax of $13,070.27 for 
1932, which was slightly less than the average for the five- 
year period ending in 1932. It paid cash dividends of $5,000 
in 1927, $7,500 in 1928, $3,000 in 1929, and $9,000 in 1932. 
It distributed stock dividends of $125,000 in 1928 and $502,- 
500 in 1932, and in 1932 canceled the stock dividend of $125,- 
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000 distributed in 1928. The increase in capital from 
$250,000 in 1928 to $345,098 thereafter is not explained. ! 

The petitioner was not availed of during 1932 for the pur¬ 
pose described in section 104 (a) of the Revenue Act of 
1932. 

The Commissioner in determining the deficiency applidd 
section 104 of the Revenue Act of 1932. 

i 
Opinion. 

Murdock : These cases are separate, although they were 
heard together. The question in each is whether that par¬ 
ticular petitioner was former or availed of within the tax¬ 
able year for the purpose of preventing the imposition of 
the surtax upon its shareholders through the medium of 
permitting its gains and profits to accumulate instead of 
being divided or distributed. Sec. 104 (a) of the Revenue 
Acts of 1928 and 1932. The purposes behind the formation 
of these corporations have been explained by the witnessed. 
They were business purposes as opposed to tax reducing 
or avoiding purposes. There was no thought of avoiding 
surtaxes upon Appleby, who was the sole original stock} 
holder. We have no hesitation in holding that none was 
formed for the purpose described in section 104. 

The question of whether any one, or more, was availed of 
for that purpose is somewhat more difficult to answer be} 
cause it involves consideration of a complication of figured 
in each case. These were not mere holding or investment 
companies within the meaning of section 104 (b), nor had 
the Commissioner made any finding that any one had peri 
mitted its gains and profits to accumulate beyond the rea-j 
sonable needs of its business. The evidence indicates that 
such was not the case. 

Seaboard Small Loan in 1931 was using almost all of its: 
available funds in its business. That business fell off some-i 
what in 1932 and the corporation had more funds than it! 
was able to use in that particular year. But the reasonably! 
anticipated needs of the future would absorb all of thosej 
excess funds. Those in charge believed that the demand forj 
small loans would increase as soon as business recovered! 
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somewhat and then all of the available funds would be used 
in the business once more. There is no evidence to the con¬ 
trary. Subsequent events bore out the expectation which 
the witnesses had in 1931 and 1932. 

Appleby paid but little Federal income tax. In some years 
he could have received increased dividends from these cor¬ 
porations without having to pay any tax or no more than a 
negligible amount. His reason for not paying dividends 
was not to avoid taxes on the shareholders, but was to build 
up the business of the corporations so that they could earn 
more. The business was able to absorb the earnings just 
about as fast as they were realized. Cash was the stock in 
trade of these corporations, and they had to have an ample 
supply constantly and readily available. Their business was 
a highly competitive one. They were relatively small cor¬ 
porations as compared to their principal competitors. The 
business was rather risky. Large amounts w^ere lost an¬ 
nually in bad debts. Adverse legislation was a threat. Con¬ 
sidering all of the circumstances, it seems reasonably clear 
that no one of these three corporations ever had on hand an 
excess of earnings beyond the reasonable needs of its busi¬ 
ness. 

Appleby did not withdraw funds from the business for his 
own use either directly through loans or indirectly through 
any other channel. The trustee accounts were not used by 
him for that purpose. The evidence shows that those ac¬ 
counts had a real business purpose and that they did not 
benefit Appleby personally in any way, except that they en¬ 
abled him to conduct the business of these corporations more 
conveniently. The corporations at most times owed him 
more than he owed them. Appleby was constantly trying 
to build up Seaboard Small Loan to the point where bankers 
and investors would be interested in it as a credit risk. He 
seems to have attained his goal a few years after the years 
in question. But even during these years he was not merely 
putting earnings aside for the future but was currently 
using those earnings except as business temporarily de¬ 
clined during the unusual business depression. 

Decision will be entered under Rule 50. 
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i 

i 

C. 
i 

Cases Distinguishing Interest from Other Charges Received 
By the Lender from a Borrower. 

S 

Federal Cases: 

Houghton v. Burden, 228 U. S. 161, (1912) aff’g Matter 
of Canfield, 193 Fed. 934, 113 C. C. A. 562 (C. C. JL 
2nd 1912). ! 

Home Bond Co. v. McChesney, 239 U. S. 568 (1915) aff’g 
210 Fed. 893 (C. C. A. 6th 1914) which aff’d 206 Fed. 
309 (D. C. E. D. Ky. 1913). 

Cockle v. Flack, 93 U. S. 344 (1876). 
Buckingham v. McLean, 13 Howard (U. S.) 150,14 L. Eji. 

90 (1851) particularly at pages 171 and 172. 
In re Mesibovsky; Appeal of Iiessberg 200 Fed. 562, 1}9 

C. C. 562 (C. C. A. 2d, 1912). j 
In re Williams, 252 Fed. N. D. Ohio, E. D. (1918) 924— 

(briefed under Ohio). 
Andrews v. Pond, 13 Peters 65 (1839). 
Bridges v. Sheldon, 18 Blatchf. 507 (C. C. Vt. 1880) Sqe 

Vt. The Panama, Fed. As. No. 10,703, Olcott 343 (D. C. 
S. D. N. Y.) (1846) at page 1077. 

Commercial Security Co. v. Holcombe, In re E. E. Forb4s 
Piano Co., 262 Fed. 657 (C. C. A. 5th, 1920), page 662. 

In re Chicago Reed & Furniture Co., 7 Fed. (2d) 885 (C. 
C. A. 8th 1925). 

Siebert v. Hall, 63 Fed. (2d) 517 (C. C. 8th 1933) Se|e 
Ark. 

National Life Insurance Co. v. Harvey, 7 Fed. 805 (C. G. 
D. Iowa 1881). 

Patillo v. Allen-West Commission Co., 108 Fed. 723 (O. 
C. A. 8th 1901). 

P. R. Mallory & Co. v. Grigsby-Grunow Co., 72 Fed. (2d^ 
471 (C. C. A. 7th 1934, Ill.). 

Gage v. J. F. Smuth Mercantile Co., 160 Fed. 425 (C. Cj. 
A. 8th 1908). 

I 

Alabama : 

Robertson Banking Co. v. Chamberlain, 228 Fed. 500 (Cj. 
C. A. 5th 1916). 

Woolsey & Sons v. Jones & Bro., 84 Ala. 88, 4 So. 190 
(Sup. Ct. 1887). 

I 

i 

! 

i 
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Kinney v. Poliak, 223 Ala. 654, 137 So. 669; modified on 
other grounds in 225 Ala. 229; 142 So. 390 (1931). 

Dudley v. Colonial Lumber Co., 223 Ala. 533, 137 So. 429 
(1931). 

G. L. Miller & Co., Inc. v. Claridge Manor Co., 14 Fed. 
(2d) 859, D. C. Ala. 1925). 

Arkansas : 

Matthews v. Georgia State Savings Assn. 132 Ark. 219, 
200 S. W. 130, (Sup. Ct. 1918). 

Hogan v. Thompson, 186 Ark. 497, 54 S. W. (2d) 303 i 

(Sup. Ct. 1932). 
Citizens’ Bank v. Murphy, 83 Ark. 31,102 S. W. 697 (Sup. 

Ct. 1907). 
Leavitt v. Marathon Oil Co., 186 Ark. 1077, 57 S. W. (2d) 

814 (Sup. Ct. 1933). 
Sidwav v. Harris, 66 Ark. 387, 50 S. W. 1002 (Sup. Ct. 

1899). 1 

Arizona : 

Blaisdell v. Steinfeld, 15 Ariz. 155,137 Pac. 555, (Sup. Ct. 
1914). 

i 

California : 

Niles v. Kavanaugh, 179 Cal. 98, 175 Pac. 472, (Sup. Ct. 
1918). ! 

Beneficial Loan Society, Ltd. v. Haight, 215 Cal. 506, 11 
Pac. (2d) 857 (Sup. Ct. 1932). 

Wallace v. Zinman, 200 Cal. 585, 254 Pac. 946 (Sup. Ct. 
1927). 

Haines v. Commercial Mortgage Co., 200 Cal. 609, 254 
Pac. 956. Petition for rehearing denied, 255 Pac. 805, 
200 Cal. 622, (Sup. Ct. 1927). 

Ex Parte Sohncke, 148 Cal. 262, 82 Pac. 956 (Sup. Ct. 
1905). 

Colorado: 

Beneficial Loan & Investment Co. v. Ira., 75 Colo. 379, 
226 Pac. 136. (Sup. Ct. 1924). 

Gilbert v. Hudgens, 22 Pac. (2d), 858 (Sup. Ct. Colo. 
1933) rehearing denied. 
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Connecticut: 

Beckwith v. Windsor Mfg. Co., 14 Conn. 594, (1842). 
Douglass v. Boulevard Co., 91 Conn. 601, 100 Atl. 106»1 

(Sup. Ct. Conn. 1917). 
Hutchinson v. Hosmer, (Supt. Ct. Conn. 1817) 2 Conp. 

341. 
Kent v. Phelps, 2 Day 483 (Sup. Ct. Conn. 1807). 
Beadle v. Munson, (Sup. Ct. Conn. 1861) 30 Conn. 174. 

Delaware : 

Hance Hardware Co. v. Denbigh Hall, Inc. 17 De. Clu. 
234, 152 Atl. 130, (Ch. 1930). 

James Bradford Co. v. United Leather Co., 11 Del. Chanc. 
46, 95 Atl. 308. 

Dist. of Columbia : 

Kidwell v. White, 44 D. C. 600 (1916). 
i 

Florida : 

Chandler v. Kendrick, 108 Fla. 450, 146 So. 551 (Sup. ClL 
1933). 

Cooper v. Rothman, 63 Fla. 394, 57 So. 985 (Sup. CL 
1912). 

Mason v. City Finance Co., 113 Fla. 73, 151 So. 521 (Sup. 
Ct. 1933). 

Wicker v. Trust Company of Florida, 109 Fla. 411, 14t 
So. 586 (Sup. Ct. 1933). 

Mortgage Securities Corp. v. Levy, 11 Fed. (2d) 270, (O. 
C. A. 5th, 1926). 

i 

Georgia : 

Rozier v. Evanson, 113 Ga. 1162 (Sup. Ct. 1901). 
Sanders v. Nicolson, 101 Ga. 739, 28 S. E. 976 (Sup. CL 

1897). 
Merck v. American Freehold Loan & Mortgage Co., 70 

Ga. 213, 7 S. E. 265. 
Atlantic Mining & Rolling Mill Co. v. Guyer, 48 Ga. 9^ 

(Sup. Ct. 1873); 
Seaboard Securities Co. v. Jones, 40 Ga. App. 710, 151 

S. E. 412 (C. of A. 1930). 
Fishburne v. Hartsfield Loan & Savings Co., 38 Ga. Appi 

784, 817,145 S. E. 495. 

i 
i 

I 
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Idaho : 

Easton v. The Butterfield Live Stock Co., 48 Idaho 153, 
279 Pac. 716, (Sup. Ct. 1929). 

Equitable Trust Co. v. A. C. White Lumber Co., 41 Fed. 
(2d) 60. 

Broadbent v. Brumback, 2 Idaho 366, 16 Pac. 555 (Sup. 
Ct. 1888). 

Olson v. Caufield, 32 Idaho 308, 182 Pac. 527 (Sup. Ct. 
1919). 

Tipton v. Ellsworth, 18 Idaho 207,109 Pac. 134 (Sup. Ct. 
1910). 

Illinois : 

Snow v. Anderson, 270 Ill. App. 453, (App. Ct. 3d Dist. 
1933). 

Payne v. NewTcomb, 100 Ill. 611, (Sup. Ct. 1881). 
Dreyer v. Goldy, 62 Ill. App. 347 (App. Ct. 1st Dis. 1895) 

App. Dismsd. 171 Ill. 434. 
Kidder v. Vandersloot, 114 Ill. 133, 28 N. E. 460 (Sup. Ct. 

1885). 
Ammondson v. Ryan, 111 Ill. 506 (Sup. Ct. 1885). 

Indiana : 

Ryan v. Indiana Finance & Loan Corp., 91 Ind. App. 622, 
171 N. E. 812,172 N. E. 550 (App. Ct. 1930) Rehearing 
denied. 

Pivot City Realty Co. v. State Savings & Trust Co., 88 
Ind. App. 222, 162 N. E. 27 (App. Ct. 1928) rehearing 
denied. 

Gambril v. Doe, 8 Blackf. (Ind.) 140 (Sup. Ct. 1846). 
Wells v. Indianapolis Co., 88 Ind. App. 231,161 N. E. 687 

(App. Ct. 1928) rehearing denied. 
Churchman v. Martin, 54 Ind. 380. 

Iowa: 

Comstock v. Wilder, 61 Iowa 274, 16 N. W. 108 (Sup. Ct. 
1883). 

National Life Ins. Co. v. Harvey, 2 McCrary U. S. 576 
(C. C. Dist. of Iowa 1881). 

White v. Lucas, 46 Iowa 319 (Sup. Ct. 1877). 
Jones v. Berryhill, 25 Iowa 289 (Sup. Ct. 1868). 
Smith v. Wolf, 55 Iowa 555, 8 N. W. 429. 
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Kansas : , 

Peoples Bldg., Loan & Savings Association v. Kidder, 9; 
Kan. App. 385, 58 Pac. 798 (Ct. of Appeals 1899). 

State v. Elliott, 61 Kan. 518, 59 Pac. 1047 (Sup. Ct. 1900).] 
Tholen v. Duffy, 7 Kan. 405 (Sup. Ct. 1871). 

Kentucky: 

Union Central Life Ins. Co. v. Edwards, 219 Ky. 748, 294] 
S. W. 502 (Ct. of App. 1927). 

Webb v. Southern Trust Co., 227 Ky. 79, 11 S. W. 2d 988 
(Ct. of App. 1928). 

Whitt v. Kentucky II. Producing Co., Inc., 223 Ky. 348,] 
3 S. W. 2d, 786 (C. of A. 1928). 

Ashland National Bank v. Conley, 231 Ky. 844, 22 S. W. j 
2d 270 (Ct. of App. 1929). 

Commonwealth Farm Loan Co. v. Caudle, 20 Ky. 761,1 
263 S. W. 24 (Ct. of App. 1924). 

I 
I 

Louisiana : 

Foundation Finance Co. v. Robbins, 179 La. 259, 153 So. j 
833, (Sup. Ct. 1934). 

Byrne v. Grayson, 15 La. Ann. 457 (Sup Ct. La 1860). 
Race & Foster v. Bruen, 11 La. Ann. 34 (Sup. Ct. 1856). j 
Hailes v. Hynson, 12 Orleans App. 327 (Ct. of App. Or- i 

leans 1915). 
Lichtenstein v. Lyons, 115 La. 1051, 40 So. 454 (Sup. Ct. j 

1905) rehearing denied. 
Davis Loan Co. v. Blanchard, 14 La. App. 671,129 So. 413 1 

(St. of App. Orleans 1930) rehearing refused. 
Unity Plan Finance Co. v. Green, 179 La. 1070, 155 So. j 

900 (Sup. Ct. 1934). 
i 

Maine: 

Capen v. Crowell, 66 Me. 282 (Sup. Ct. 1877). j 

Maryland : 

Real Estate Trustee v. Lentz & Rebban, 153 Md. 624, 139 
Atl. 351 (Ct. of App. 1927). 

Walter v. Foutz, 52 Md. 147, (Ct. of Appeals 1879). 
Bowdoin v. Hammond, 79 Md. 173, 28 Atl. 769, (Ct. of 

App. 1894). 

I 

i 
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T. G. & T. Co. v. Wheatfield, 123 Md. 458, 91 Atl. 757 (Ct. 
of App. 1914). 

Andrews v. Poe, 30 Md. 487 (Ct. of App. 1869). 

Massachusettes : 

Snow v. Nye, 106 Mass. 413 (Sup. Jud. Ct. 1871). 
Commonwealth v. Morris, 176 Mass. 19, 56 N. E. 896 (Sup. 

Ct. 1900). 
Kempton v. Boyle, 233 Mass. 579 (Sup. Jud. Ct. 1919). 
Hopkins v. Flower, 256 Mass. 367, 152 N. E. 635 (Sup. 

Jud. Ct. 1926). 
Barrv v. General Mortgage & Loan Corp., 254 Mass. 282, 

150 N. E. 293, (Sup. Jud. Ct. 1926). 

Michigan : 

Green v. Grant, 134 Mich. 462, 96 N. W. 583, (Sup. Ct. 
1903). 

Ferguson v. Grand Rapids Land Contract Co., 242 Mich. 
314, 218 N. W. 685, (Sup. Ct. 1928). 

Anderson v. Smith, 108 Mich. 69, 65 N. W. 615, (Sup. Ct. 
1895) 103 Mich. 446. 

Platz v. Lapinsky, 263 Mich. 240, 248 N. W. 607 (Sup. Ct. 
1933). 

Bankers Trust Co. of Detroit v. Cowhey, 243 Mich. 353, 
220 N. W. 732 (Sup. Ct. 1928). 

Minnesota : 

Dalev v. Minnesota Loan & Investment Co., 43 Minn. 517 
(Sup. Ct. 1890). 

Lassman v. Jacobson, 125 Minn. 218, 146 N. W. 350 (Sup. 
Ct. 1914). 

Horkan v. Nesbitt, 58 Minn. 487 (Sup. Ct. 1894). 
Hobart v. Michaud, 167 Minn. 1, 208 N.W. 191, 209 N.W. 

39 (Sup. Ct. 1926). See also 174 Minn. 474. 
Stein v. Swenson, 44 Minn. 218, 46 Minn. 360, 46 N.W. 

360, 49 N.W. 55 (Sup. Ct. 1890-1891). 

Mississippi : 

Allen v. Grenada Bank, 155 Miss. 91,124 So. 69, 160 Miss. 
419, 133 So. 648 (Sup. Ct. 1929-1931). 

Commercial Bank of Manchester v. Nolan, 7 Howard 
(Miss.) 508 (Ct. of Err. & App. 1843). 
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Floyd v. Candler, 148 Miss. 200, 114 So. 344 (Sup. Cl 
1927). 

Pass v. New England Mortgage Security Co., 66 Miss. 
365, 6 So. 239 (Sup. Ct. 1889). 

Gully v. Gulf Coast Industrial Loan Co., 168 Miss., 768, 
151 So. 754 (Sup. Ct. 1934). 

Missouri : 
I 

The Missouri Discount Cor. v. Mitchell, 216 Mo. Appl 
100, 261 S.W. 743 (Ct. of Ap. 1924). 

Cable & Reed v. Duke, 132 Mo. Ap. 334, 111 S.W. 909 (Ctl 
of Ap. 1908). 

Hansen v. Duvall, 333 Mo. 39, 62 S.W. 732 (Sup. Ctl 
1933). 

Tobin v. Neuman, 271 S.W. 842 (Ct. of Ap. 1925) (rehear!- 
ing denied 1925). 

Cuendet v. Love, Bryan & Co., 57 S.W. (2d) 701 (Ct. of 
Ap. 1933). 

Montana : 

United States Building & Loan Assn. v. Gardner, 87 
Mont. 586, 289 Pac. 555. 

i 

Nebraska: 

Stuart v. Durland, 115 Neb. 211, 212 N.W. 31 (1927). 
Morrissy v. Brommal, 37 Neb. 766 (1893). 
Hare v. Hooper, 56 Nebr. 480, 76 N.W. 1055 (1898). 
Hare v. Winterer, 64 Neb. 551, 90 N.W. 544 (1902). 
The New England Mortgage Security Co. v. Addison, 15 

Neb. 335, 18 N.W. 76 (1883). 

New Hampshire: 

Willie v. Green, 2 N.H. 333 (1821). j 

New Jersey: 

Coudert v. Flagg, 31 N.J. Eq. 394 (1879). 
State v. Martin, 77 N.J.L. 652, 73 Atl. 548 (1909) 

Aff’g 76 N.J.L. 292, 69 Atl. 1091 (1908). 
The Homeopathic Mutual Life Ins. Co. v. Crane, 25 N.J.! 

Eq. 418 (1874); Affd. 27 N.J. Eq. 484 (1875). 
Lane v. The Washington Life Insurance Co., 46 N.J. Eq.| 

316, (Ct. of Er. & Ap.). 

I 
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The Washington Life Insurance Co. v. The Paterson Silk 
Manufacturing Co., 25 N.J. Eq. 160 (1874). 

New Mexico: 

Priestley v. Law, 33 N.M. 176, 262 Pac. 931 (Sup. Ct. 
1927). 

New York : 

Eaton v. Alger, 2 Abbots Ct. of Ap. Dec. 5, Kayes 41 
(1865). 

Brown v. Robinson, 224 N.Y. 301; 120 N.W. 694 (1918). 
Thurston v. Cornell, 38 N.Y. 281 (1868). 
London Realty Co. v. Riordan, 207 N.Y. 264 (1913). 

Affg. 148 Ap. Div. 854, see N.Y. Supp. 595 1st Dept. 
(1912). 

Matthews v. Coe, 70 N.Y. 239 (1877). 

North Carolina: 

Nance v. Welborne, 195 N.C. 459, 142 S.E. 477 (1928). 
Massey, McKesson & Co. v. McDowell, 20 N.C. (4 Dev. & 

B.L.) 120 (1838). 
Williams v. Rich, 117 N.C. 235, 23 S.E. 257 (1895). 
Carter v. Life Ins. Co. of Va., 122 N.C. 338, 30 S.E. 341 

1898). 
Burwell v. Burgwyn, 100 N.C. 389, 6 S.E. 409 (1888). 

No. & So. Dakota : 

Wood v. Cuthbertson, 3 Dakota 328, 1 N.W. 3 (1884). 
Sundahl v. First State Bank, 32 N.D. 373, N.W. 794 

(1916). 
Farmers Natl. Bank of Salem v. Rasmussen, 1 Dakota 

60. 
Person v. Mattson, 33 N.D. 49, 156 N.W. 780 (1916). 
Vermont Loan & Trust Co. v. Whitehead, 2 N.D. 82, 49 

N.W. 318 (1890). 

Ohio: 

In re Williams, 252 Fed. 924 (D.C.N.D. Ohio 1918). 
Union Central Life Ins. Co. v. Hilliard, 63 Ohio St. 478, 

59 N.E. 230 (1900). 
Southern Bank v. B.rasherrs, 12 O. Dec. Reprints 578, 1 

Disney 207 (Sup. Ct. 1856). 
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Allshouse v. Ohio State Bank & Trust Co., 30 N.P. (N.S.J 
Ohio, Summit County Common Pleas, (1932) 17. 

The State of Ohio v. Taylor, 10 Ohio 378 (Sup. Ct. 1841)1 

Oklahoma : 

Mitchell v. Fisher, 32 Pac. (2d) 37 Okla. (1932). 
Cault v. Thurmond, 39 Okla. 673,136 Pac. 742 (1913). 
Pettyjohn v. Wilkin, 11 Okla. 135, 66 Pac. 281 (1901). 
First Natl. Bank v. Phares, 70 Okla. 255, 174 Pac. 519 

(1918) 
General Motors Acceptance Corp. v. Mid-West Chevrolet 

Co., 66 Fed. (2d) 1 (1933, C.C.A. 10th from D.C.N.Dj 
Okla.). 

Oregon : 

Portland Trust Co. v. Havely, 36 Ore. 234, 59 Pac. 466,j 
61 Pac. 436 (1899). 

Balfour v. Davis, 14 Oregon 47, 12 Pac. 89 (1886). 
Levins v. Briggs, 21 Oregon 333 (1891). 

Pennsylvania : 

Grubb v. Brooke, 47 Pa. St. 485 (1864). 
Righter, Cogwell & Co. v. Phila. Warehouse Co., 99 Pa.! 

St. 289 (1882). | 
Ruling v. Drexel, 7 Watts 126 (Pa. 1838). 
Rossmassler v. Spielberger, 270 Pa. St. 30, 112 Atl. 876! 

(1921). 
Kelter v. American Bankers Finance Co., 306 Pa. St. 

483, 160 Atl. 127 (1932). 

Rhode Island : 

Morris Plan Co. of Rhode Island v. Whitman, 51 R.I. 24, 
150 Atl. 610 (1930). 

O’Connell v. Phillips, 53 R.I. 50,163 Atl. 231 (1932). 

So. Carolina: 

American Mortgage Co. v. Woodward, 83 S.C. 521, 65 
S.E. 739 (1909). 

Brown v. Brown, 38 S.C. 173, 17 S.E. 452 (1893). 
Mortimer v. Pritchard, 8 S.C. Eq. (1 Bailey) 505 (1831). 
Mayfield v. British American Mtge. Co. Ltd., 104, S.C. 

152, 88 S.E. 370 (1915). 
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Norwood & Co. v. Faulkner, 22 S.C. 367, 53 Am. Eep. 717 
(1884). 

Tennessee : 

Family Loan Co. v. Hickerson, 73 S.W. (2d) 694 (Sup. 
Ct. 1934). 

Jones v. Memphis Security Co., 17 Tenn. App. 571. 
69 S.W. 248 (1933). 

Pugh v. Hermitage Loan Co., 167 Tenn. 389 (1934). 
Koen v. State, 162 Tenn. 573, 39 S.W. (2d) 283 (1931). 
Stark v. Hillard v. Sperry, 6 B.J. Lea 411 (Tenn. 1880). 
Personal Finance Co. v. Hammock, 163 Tenn. 641, 45 

S.W. (2d) 528 (1932). 

Texas: 

National Bond & Mortgage Corp. v. Mahanay, 70 S.W. 
(2d) 236 (Tex. Civ. App. 1934). 

Hughs v. Security Building & Loan Association, 62 S.W. 
(2d) 2119 (Civ. Ap. 1933). 

Galveston & H. Investment Co. v. Grymes, 50 S.W. 467 
(Tex. Civ. App. 1899) affd. 94 Tex. 609, 63 S.W. 860 
(1901), rehearing denied 64 S.W. 778 (1901). 

Forreston State Bank of Forreston v. Brooks, 51 S.W. 
(2d) 645 (Tex. Civ. App. 1932). 

S. O. Slaughter Co. v. Eller, et al., 196 S.W. 704 (Tex. Civ. 
App. 1917). 

Joy v. Provident Loan Society, 37 S.W. (2d) 254 (Tex. 
Civ. App. 1931). 

Utah: 

Fisher v. Adamson, 47 Utah 3, 151 Pac. 351 (1915). 

Vermont: 

Noyes v. Landon, 59 Vt. 569, 10 Atl. 342 (1887). 
Coon v. Swan, 30 Vt. 6 (1856). 
Bridges v. Sheldon, 18 Blatch. (Fed. C. C. Vt. 1880) 507. 
Ricker v. Clark & Welch, 54 Vt. 289 (1881). 

Virginia: 

Chakales v. Djiovanides, 161 Va. 48, 170 S.W. 848 (1933). 
Brower v. Life Insurance Co. of Va. 86 Fed. 748. 
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Keagy v. Trout, 85 Va. 390, 7 S.E. 329 (1888). 
Meem v. Dulaney, 88 Va. 674, 14 S.E. 363 (1892). 
Meyers v. Williams, 85 Va. 621, 8 S.E. 483 (1889). 

Washington : 

Inland Trading Co. v. Edgecombe & Cunningham, 5^ 
Wash. 257, 106 Pac. 768 (1910). 

Testera v. Richardson, 77 Wash. 377,137 Pac. 998 (1914). 
Washington Fire Insurance Co. v. Maple Valiev Lumber 

Co., 77 W^ash. 686, 138. 
Uhler v. City of Olympia, 87 Wash. 1,151 Pac. 117 (1915) 

Pac. 553 (1914). 
Robinson, Thiems & Morris v. Whittier, 112 Wash. 6, 191 

Pac. 763 (1920). 

West Virginia: 
I 

Heaberlin v. Jefferson Standard Life Ins. Co., 171 S.Ej. 
419 (1933) noted in 40 W. Va. L.Q. 195. 

Liskey v. Snyder, 56 W. Va. 610, 49 S.E. 515 (1840). 

Wisconsin : 

Friedman v. Wisconsin Acceptance Corp., 192 Wis. 58, 
210 N.W. 831 (1927). 

State ex rel. Ornstine v. Carey, 126 Wis. 135 (1905). 
McFarland v. Carr, 16 Wis. 259 (1862). 
Dudley v. Beck, 3 Wis. 274 (1854). 
The Central Bank of Washington v. St. John, 17 Wis. 15t 

(1863). 

Wyoming: 

State v. Sherman, 18 Wyo. 169 (Sup. Ct. 1909). 

I 
i 

i 
I 

I 

i 

i 
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D. 

Tennessee Code, 1932. 

Chapter 33. 

The Business of Lending Money on Personal Property, 
Wages or Salaries. 

6721 - 6743 

6721. Lenders defined; license of.—No person shall en¬ 
gage in the business of making loans of money, credit, goods 
or things in action in the amount of three hundred dollars 
or less, and charge, contract for or receive a greater sum 
than six per cent, per annum therefor, except as author¬ 
ized by this law, and without first obtaining a certificiate 
from the superintendent of banks and a license from the 
county court clerk (hereinafter called the licensing official) 
of the county in which the said person proposes to do busi¬ 
ness. The provisions of this law shall, also, apply to all 
persons engaged in the buiness of buying, purchasing or 
taking assignments of any wages, or salary due or of any 
future salary or wages, who for the purposes of this chap¬ 
ter shall be deemed to be engaged in the business of lending 
money. (1925, ch. 153, sec. 1, modified.) 

6722. License cmd fee. Applications for such license 
shall be in writing and shall contain the full name and ad¬ 
dress, both of the residence and the place of business, of the 
applicant; and if the applicant is a copartnership, of every 
member thereof, or if a corporation, of each officer thereof; 
also the county and municipality, the street and number, if 
any, where the business is to be conducted. Every such ap • 
plicant, at the time of making application, shall pay to the 
licensing official the sum of fifty dollars as an annual li¬ 
cense fee and fifty dollars to the state treasurer for the 
use of the department of insurance and banking, to defray 
expenses of the said superintendent incident to the carry¬ 
ing out of the provisions of this chapter, in full payment of 
all expenses of the administration of this chapter; pro¬ 
vided, that if the license be issued for a period of less than 



twelve months the license fee shall be prorated according 
to the number of months that the license shall run. 

6723. Bond required.—The applicant shall, at the sajne 
time, file with the licensing official a bond on which the Ap¬ 
plicant shall be the obligor, in the suin of one thousand dol¬ 
lars, with one or more sureties, whose liability as siich 
surety in the aggregate shall not exceed one thousand dol¬ 
lars, the bond to be approved by the licensing official, which 
bond shall be payable to the State of Tennessee. Such bond 
shall be conditioned that said obligor shall conform to and 
abide by each and every provision of this chapter, and will 
pay to the state any and all money that becomes due ior 
owing to the state and to such person entitled to remedy by 
virtue of the provisions of this law. 

6724. License, further of.—Upon the filing of such appli¬ 
cation, the approval of said bond, and the payment of said 
fee, the licensing official shall issue a license to the appli¬ 
cant to make loans according to the provisions of this chap¬ 
ter. Such license shall not be assignable. (Ib., sec. 4.) 

6725. Additional bond.—If, in the opinion of the licens¬ 
ing official, the bond shall at any time appear to be insecure 
or exhausted or otherwise doubtful, an additional bond wijth 
such security in the sum of not more than one thousand dol¬ 
lars satisfactory to the licensing official, shall be filed within 
ten days after notice to the licensee and upon the failure 
of the obligor to file such additional bond the license sh^ll 
be revoked by the licensing official. (Ib., sec. 5, modified) 

l 

6726. Revocation.—The licensing official may upon no¬ 
tice to the licensee and reasonable opportunity to be hearfd, 
revoke such license if the licensee has violated any of the 
provisions of this chapter; and in the case the licensee shAll 
be convicted by a court a second time of the violation of sec¬ 
tion 6733-35, the licensing official shall revoke such licensA; 
provided, that the second offense shall have occurred aftjer 
a prior conviction, in which case another license shall n^t 
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be issued to any such licensee nor to any copartnership, 
firm or corporation of which he is a member, or officer. (Ib., 
sec. 6.) 

6727. License posted.—The license shall be conspicuously 
posted in the place of business of the licensee. (Ib., sec. 7) 

6728. Loans, how and ivlien made.—No person, so li¬ 
censed, shall make any loan provided for in this chapter in 
any name or at any other place of business than that men¬ 
tioned in the license. Not more than one place of business 
shall be maintained under the same license, but the licens¬ 
ing official shall issue more than one license to the same 
licensee upon the payment of an additional license fee and 
the filing of an additional bond for the additional license. 
(Ib., sec. 8) 

6729. Change of place of business.—Whenever the licen¬ 
see shall change his place of business he shall at once give 
written notice thereof to the licensing official who shall at¬ 
tach to the license his approval in 'writing of the change. 
(Ib., sec. 9) 

6730. Investigation.—The licensing official or the super¬ 
intendent of banks, for the purpose of discovering viola¬ 
tions, may either personally, or by any other person desig¬ 
nated by either of them, at any time and as often as they 
may desire, investigate the loans and the business of every 
licensee and of every person by whom any such loan shall be 
made, 'whether such person shall act or claim to act as prin¬ 
cipal, agent or broker under or without the authority of 
this chapter; and for that purpose they shall have free 
access to the office or place of business, books, papers, rec¬ 
ords, safes and vaults of all such persons. They shall also 
have the authority to examine under oath all persons whose 
testimony they may require relative to such loans and busi¬ 
ness. (Ib., sec. 10, modified.) 

6731. Books kept.—The licensee shall keep such books and 
records in his place of business as, in the opinion of the 



licensing official, will enable the licensing official to deter- j 
mine whether the provisions of this chapter are being ob-j 
served or not. Every such licensee shall preserve the rec¬ 
ords of final entry used in such business, including cards | 
used in a card system, if any, for a period of at least two! 
years after the making of any loan recorded therein. (Ib.j 
sec. 11.) 

6732. False statements.—No licensee or other person' 
shall print, publish or distribute, or cause to be printed,| 
published or distributed in any manner whatsoever, anv| 
written or printed statement wdth regard to the rates, terms| 
or conditions for the lending of money, credit, goods or| 
things in action, in amounts of three hundred dollars or less,j 
which is false or calculated to deceive. All advertisements! 
shall avoid the use of the term “legal rate of interest” or| 
equivalent terms, and if any examples of loans are showmj 
give only figures and amounts. No recovery may be had on| 
a note not in figures and amounts stated in such advertise-! 
ments. (Ib., sec. 12, modified.) 

6733. Bate of interest and fee.—Every person, licensed 
hereunder, may lend any sum of money not exceeding in! 
amount the sum of three hundred dollars, and may contract! 
for, charge and receive thereon interest not to exceed six! 
per cent, per annum; provided, however, that the licensee 
may charge and receive for investigating the moral and! 
financial standing of the applicant, investigating the se-l 
curitv, titles, etc., and for other expenses and losses of every 
nature whatsoever, and for closing the loan, a fee not above! 
three per cent, per month of the principal sum lent over! 
the term of the loan, both interest and fee to be computed! 
on the unpaid balance of the principal due at the end o^ 
each month over the life of the loan. 

6734. Further of fee.—Said fee shall not be payable inj 
advance, but shall be made and computed on unpaid bal¬ 
ances; and in addition to the fees provided for, no furtheij 
charges or amount whatsoever shall be directly or indirectly] 
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charged, contracted for or received, except the lawful fees, 
if any, actually and necessarily paid out to any public offi¬ 
cer on any instrument securing the loan, which fees may be 
collected when the loan is made or at any time thereafter; 
provided, however, that all notarial fees, including those 
for the acknowledgment of deeds and others papers and for 
the recording of same, shall be the expense of the licensee, 
and under no circumstances shall the borrower be required 
to pay any notarial fees whatsoever. If fees, interest or 
charges in excess of those so permitted are charged, con¬ 
tracted for or received, the contract or loan shall be void, 
and the licensee shall have no right to collect or receive any 
principal, interest or charges whatsoever. (Ib. sec 13.) 

6735. Limit of loans.—No person shall owe any licensee 
at anv time more than three hundred dollars as principal. 

(Ib.) 

6736. Statement to borrower.—Every licensee shall de¬ 
liver to the borrower, at the time the loan is made, a state¬ 
ment in the English language, showing in clear and dis¬ 
tinct terms, the amount and date of the loan and of its ma¬ 
turity, the nature of the security, if any, for the loan, the 
name and address of the borrower and of the licensee and 
of the fees charged. Upon such statement there shall be 
printed in English a copy of the three preceding sections. 
The licensee shall give to the borrower a plain and com¬ 
plete receipt for all payments made on account of any such 
loan at the time the payments are made, and upon payment 
of the loan in full to the licensee he shall mark indelibly 
every paper signed by the borrower with the word “Paid” 
or “Cancelled.” and shall release anv mortgage or trust 
deed, restore any pledge and cancel and return any note or 
assignment or other evidence of the loan executed by the 
borrower. (Ib., sec. 14, modified.) 

6737. Note and security.—No licensee shall take any note 
or security that does not state the actual amount of the loan, 
the time for which it is made and the fee charged in blue 
and black ink, and also the aggregate or total installments 
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I 
i 

of principal, interest and fees payable and the number qf 
such installments, shown in red ink in a manner approved 
by the commissioner or any such person as may be desig¬ 
nated by him, so in a simple, plain way the periodic pay¬ 
ments and the number of them shall be shown, and red injk 
shall only be used as specified herein. (Modified.) 

6738. Assignments.—No assignment or order for the pay¬ 
ment of any salary, wages, commissions or other compen¬ 
sation for services given to secure any existing debt or onie 
contracted for simultaneously with its execution, or any 
assignment or order or any chattel mortgage or lien oh 
household furniture then in possession of the borrower shall 
be valid unless in writing signed in person by the borrowed. 
(Ib., sec. 16.) 

6739. Limit of salary assigned.—Under any such assign¬ 
ment or order for the payment of salary, wages, commis¬ 
sion or other compensation for services, which is given as 
security for a loan, a sum equal to ten per cent, of the bor¬ 
rower’s salary, wages, commission or other compensation 
for services, shall be collectible therefrom by the licensee at 
the time of each payment of such salary, wages, commissions 
or other compensation for services from the time that a copV 
of such assignment verified by the oath of the licensee o|r 
his agent, together with a verified statement of the amounit 
unpaid upon such loan is served upon the employer. (Ib.h 

I 
6740. Of interest chargeable.—No person, except as au¬ 

thorized by this law, shall directly or indirectly charge, coil- 
tract for or receive any interest or consideration greatef 
than six per cent, per annum upon the loan, use or forbear¬ 
ance of money, goods, things in action or upon the loar^, 
use or sale of credit to the amount of three hundred dollar^ 
or less. The foregoing prohibition shall apply to any per¬ 
son who as security for any such loan, use or forbearance 
for money, goods or things in action, makes a purchase of 
property or wages from any person and permits the owner 
or pledgor to retain the possession thereof, or who by any 

i 
i 
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device or pretense of charging for his services or otherwise 
seeks to obtain greater compensation than is outlined by 
this law. No loan for which a greater rate of interest, fee 
or charge than is so allowed, has been contracted for or 
received, shall be enforceable, and any person who in any 
wise participates therein shall be subject to the provisions 
of this chapter. (Ib., sec. 17.) 

6741. Punishment.—Any person who shall violate any of 
the provisions of sections 6721-28-32-33-34-35-37-40 shall be 
punished by a fine of not more than five hundred dollars or 
imprisonment for not more than six months, or both, in the 
discretion of the court. (Ib., sec. 18.) 

6742. Exceptions.—This law shall not apply to any per¬ 
son doing business under any law of this state or of the 
United States relating to banks, trust companies, building 
and loan associations, or to licensed pawnbrokers or cor¬ 
porations operating what or known as Morris plan banks 
or companies doing a similar business. (Ib., sec. 19, modi¬ 
fied.) 

6743. Commissioner of Insurance and Banking to enforce 
this law.—The power is conferred upon the department of 
insurance and banking to see to the enforcement of the 
provisions of this chapter; and the commissioner of that 
department is authorized, through the superintendent of 
banks or any agency or in any other way deemed by him 
proper, to see that the provisions are enforced, by requir¬ 
ing the payment and collection of the privilege taxes im¬ 
posed upon such business from time to time, calling atten¬ 
tion to the grand juries and public officials the violation of 
the usury laws, becoming prosecutor in all criminal actions 
necessary to the proper enforcement and observances of the 
provisions of this chapter, and to take such further steps 
as may in his judgment be proper in order to a rigid 
enforcement of its provisions. (1925, ch. 76, sec. 3, modified.) 
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IN THE 

United States Court of Appeals 
For the District of Columbia. 

January Term, 1941. 

No. 7815. 

Seaboard Small Loan Company, Petitioner, 
i 

v- 
I 

Guy T. Helvering, Commissioner of Internal Revenue, 

Respondent. 

Petition for Review of the Decision of the United States 
Board of Tax Appeals. 

BRIEF OF AMICUS CURIAE FILED BY LEAVE 
OF COURT. 

JURISDICTION OF THE COURT. 

Internal Revenue Code, Section 1141: 

“(a) Jurisdiction—The Circuit Court of Appeals 
and the United States Court of Appeals for the Dis¬ 
trict of Columbia shall have exclusive jurisdiction to 
review the decisions of the Board .... 

“(b) Venue 

(1) In general .... such decisions may be re-! 
viewed by the Circuit Court of Appeals for the j 
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circuit in which is located the collector’s office to 
which is made the return of the tax in respect of 
which the liability arises, or if no return is made, 
then by the United States Circuit Court of Appeals 
for the District of Columbia.” 

Internal Revenue Code, Section 53: (b) 

“(b) To whom return made— 

(2) Corporations—Returns of corporations shall 
be made to the collector of the district in which is 
located the principal place of business or principal 
office or agency of the corporation ... 

The Seaboard Small Loan Company has its principal 
office at 1000 Southern Building, Washington, D. C. In 
accordance with Section 53 of the Internal Revenue Code 
it filed its tax returns at the office of the Collector in Wash¬ 
ington, D. C. In accordance with Section 1141 of the In¬ 
ternal Revenue Code it makes its appeal to the United 
States Court of Appeals for the District of Columbia from 
the decision of the United States Board of Tax Appeals. 

INTEREST OF AMICUS IN THIS CASE. 

Amicus is counsel for the Girard Investment Company, 
a small loan company incorporated and operated under the 
laws of Pennsylvania with offices at 225 South 15th Street, 
Philadelphia, Pennsylvania, in its case pending before the 
United States Circuit Court at Philadelphia. The Commis¬ 
sioner of Internal Revenue assessed the Girard Investment 
Company for the personal holding company surtax for the 
taxable years 1934, 1935 and 1936. The United States 
Board of Tax Appeals sustained the assessment, and the 
case is now before the United States Circuit Court of Ap¬ 
peals for the Third Circuit on appeal. 

Amicus has been retained about fifteen years by the Bene¬ 
ficial Industrial Loan Corporation, one of the largest law¬ 
ful small loan organizations in the nation, whose business 



policy is to safeguard the small, independent small loah 
company. 

Amicus has filed a brief as amicus curiae in the case oi 
Noteman v. Welch, (1939) 108 Fed. (2d) 206, a case wheri 
the Commissioner of Internal Revenue assessed the peri- 
sonal holding company surtax on a small loan company orl- 
ganized and operated under the laws of Massachusetts. The 
problems of a personal holding company surtax involved iiji 
these cases are broadly the same. In this case the laws of 
Tennessee and Virginia control rather than the laws of 
Massachusetts and Pennsylvania. Each of these statute^ 
have fundamentally distinguishing features. The principle^ 
at issue are of vital concern to every duly licensed smalf 
loan company wherein over fifty (50) per cent of the voting 
stock is owned or controlled by five (5) or less personsl 
Amicus has a special interest in preserving the democrat^ 
process throughout the nation. The effect of this tax statute 
if applied to hundreds of active small loan companies owmed 
by small or local independents with several dominating ancj 
pioneering individuals is to strangle them to economic death 
by a surtax of attrition. This surtax docs not apply to lik<fe 
or identical companies; the large companies with thousands 
of stockholders are exempt from its provisions. The big 
company and the small company are not treated alike. The 
foundation of the tax is contrary to fact—it is false; it i$ 
destructive of democracy. For these reasons amicus desire^; 
to aid the court to properly dispose of the issues before ifi 

i 

STATEMENT OF THE ISSUES. 

1. Is more than eighty (80) per cent of the gross income 
of the taxpayer derived from interest. Does the federal 
court recognize the agreement between the lender and the 
borrower and follow the Tennessee statute governing th<^ 
transaction, or does the federal court ignore the rules of the 
common law and the statute in conformity therewith, an<jl 
declare new rules of its own. 

2. Is an active small loan company a personal holding 
company within the terms of the Personal Holding Com^ 



4 

pany Surtax Statute; or is a second penalty tax im¬ 
posed to eliminate tax avoidance or evasion a violation of 
the Fifth Amendment when the arbitrary status of a per¬ 
sonal holding company imposed is contrary to fact and sub¬ 
sequently there is a finding by Congress there was no avoid¬ 
ance and when there is no economic equivalence. 

3. Is a tax return the supplying of information as re¬ 
quired by statute duly and orderly filed under oath or is a 
return the placing of information on a form supplied by the 
Commissioner of Internal Revenue; and does the failure to 
use the form of the Commissioner or to supply the same in¬ 
formation twice constitute grounds for imposing twenty- 
five (25) per cent penalty. 

STATEMENT OF FACTS. 

The Seaboard Small Loan Corporation, licensed lender 
under the Small Loan Acts of Virginia and Tennessee, con¬ 
ducted during the calendar year 1934, business at five (5) 
locations in Virginia, and two (2) locations in Tennessee. 

Gross Income from loans in Virginia and Tennessee was 
$256,528.56—from Tennessee it was $75,789.91. The loans 
in Tennessee were all evidenced by a standard form of note, 
which was set forth on page 75 of the Record, and is set 
forth herewith for clarity of statement and simplicity: 

$300.00 Knoxville, Tenn., November 8,1934 

For value received (I or we) promise to pay to the order 
of the Seaboard Small Loan Corporation, 521 Market 
Street, Knoxville, Tennessee. 

Three hundred and no/100.Dollars 

Due and payable at the office of said Company in 20 in¬ 
stallments, as follows: $15.00 on the 8th day of December, 
1934, and $15.00 on the 8th day of each month thereafter 
until the full amount of principal, with six per cent per 
annum and fee of 3 per cent per month on unpaid balance 
in accordance with Chapter 153 of the Acts of 1925 of the 
State of Tennessee has been paid. Default in the payment 
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of any one installment, interest or fee will cause the whole 
amount to become due at the option of the holder. 

This note is secured by chattel mortgage, dated June 14, 
1934. 

Number of Installments 15. 
Aggregate or Total Principal Interest 
and fees 410.50 if Paid in Due Course 

Mrs. Ruth C. Brown (Seal!) 
R. H. Kreider (Seai|) 

Witness 

This note shows that one-half of one percent a month 
(1/2%) was interest, and three percent (3%) a month on the 
unpaid balance was the maximum allowance of the fee 
charged and collected. The fee in the words of the Tennes¬ 
see Statute was for “ investigating the moral and financial 
standing of the applicant, investigating security, title, etc!., 
and for other expenses and losses of every nature whatso¬ 
ever, and for closing the loan.” 

Tennessee courts have reviewed the Statute and hav|e 
found that such a fee was not interest, and under the pro¬ 
visions of the contract entered into by the borrower at tlije 
time of making the loan. It thus appears that of the total 
amount collected in the Tennessee office, $10,817.13 was feir 
interest and $64,972.78 for fees and was not under the Ten¬ 
nessee Laws “compensation for the use of money includ¬ 
ible in gross income” under Title I. 

Gross income of the taxpayer from all sources wajs 
$301,225.05, R. p. 17, of which $29,485.05 was recovery <jf 
bad debts previously charged off. $29,485.05+$64,972.78=j= 
$94,457.83—was income other than interest, dividend^, 
capital gain and other things required by the statutory defi¬ 
nition of gross income for personal holding companies. Ojr 
stated after the fashion used in that statutory definition^- 
less than 70% of the gross income of the taxpayer was froi^i 
interest. 
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STATUTES INVOLVED. 

Personal Holding Company Surtax Statute 

Section 351 of the Revenue Act of 1934, 48 Stat. 751 

b) DEFINITION. As used in this title— 

1) The term “personal holding company” means an in¬ 
corporation ... if A) at least 80 per cent of its gross income 
for the taxable year is derived from royalties, dividends, in¬ 
terest . . . and B) at any time during the last half of the 
taxable year more than 50 per cent in value or its outstand¬ 
ing stock is owned, directly or indirectly by or for not more 
than five individuals. 

Small Loan Statute of Tennessee 

Code of Tennessee, 1932, Part I, Title 14, Ch. 33, Section 
6733. 

Rate of Interest and Fee 

“Every person, licensed hereunder, may lend any 
sum of money not exceeding in amount the sum of $300, 
and may contract for, charge and receive thereon in¬ 
terest not to exceed 6 per cent per annum; provided, 
however, that the licensee may charge and receive for 
investigating the moral and financial standing of the 
applicant, expenses and losses of every nature whatso¬ 
ever, and for closing the loan, a fee not above one per 
cent per month of the principal sum lent over the term 
of the loan, both interest and fee to be computed on the 
unpaid balance of the principal due at the end of each 
month over the life of the loan.” 

Small Loan Statute of Virginia 

Code of Virginia, 1936, Title 37, Ch. 166C, Section 4168(51). 

Maximum Interest Charge; Collection of Interest Regu¬ 
lated, and ivhat Charges Prohibited; What May be 
Reimbursed. 

“Every person, co-partnership or corporation li¬ 
censed hereunder, may lend any sum of money not ex¬ 
ceeding in amount the sum of $300 and may charge, 
contract for, and receive thereon interest at a rate not 
to exceed 3J/2 per centum per month. Interest shall 



not be payable in advance or compounded, and shall be 
computed on unpaid daily balances. In addition to the 
interest herein provided for, no further or other eharg<j> 
or amount whatsoever for any examination, service), 
brokerage, commission, fine, notarial fee or other 
things or otherwise shall be directly or indirectly 
charged, contracted for, or received, except the lawful 
fees, if any, actually and necessarily paid out by the 
licensee to any public officer for filing or recording iij 
any public office any instrument securing the loan' 
which fees may be collected when the loan is made or 
at any time thereafter, provided, however, that all 
notarial fees, including those for acknowledgements to 
deeds and other papers for recordation shall be at thb 
expense of the lender, and under no circumstances shall 
the borrower be required to pay any notarial fee whatj 
soever. ’ ’ 

SUMMARY OF THE ARGUMENT. 
i 

i. ! 
Taxpayer is not a personal holding company because 

eighty (80) per cent of its gross income is not received for} 
the use of borrowed money. The word “interest” in Reguj 
lation 86 is defined as “the compensation for the use of 
money includible in gross income;” courts have accepted! 
this definition. The Small Loan Statute of Tennessee pro-j 
vides that the lender may receive interest of six (6) peij 
cent per annum (one-half per cent per month) and charge! 
up to three (3) per cent pr month on unpaid principal bah 
ances for services rendered and expenses incurred on a) 
loan. Under the law of Tennessee these fees and charges 
can in no way be deemed interest; the Commissioner has 
offered no proof to deny this. Therefore, the taxpayer falls 
without the statutory definition of a personal holding com-j 
panv, as well as being without such a classification in trutl} 

and in fact. 
II. 

If it is found that the taxpayer is within the statute be^ 
cause more than eighty (80) per cent of its income is de^ 
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rived from interest, the definition of a Personal Holding 
Company Statute should be construed so as to exclude an 
active small loan company. The application of the statute 
to this taxpayer would be in violation of the Fifth (5th) 
Amendment. 

Legislative fiat contrary to fact that takes away property 
from a person when it is not necessary to do so to prevent 
tax evasion, or when there is no economic or political equiv¬ 
alence between such property or person and other property 
or persons paying a similar tax, is a taking without due 
process of law. Congress has found as a fact that such a 
small loan company is not an instrument of tax avoidance; 
thus the principal reason that would support the imposition 
of such an additional penal tax is denied by the reports of 
Congress itself and findings and subsequent amendment in 
1938 of the statute which is now Section 505 of the Internal 
Revenue Code. It is the judicial duty of the Court to apply 
the Constitutional protection when the application of a 
statute is in violation thereof; statutes levying taxes are to 
be construed against the Government and in favor of the 
citizen. 

III. 

Further, if it is found that the taxpayer is within the 
statute and the application of such an additional and penal 
tax is not barred by the Fifth (5th) Amendment, the tax¬ 
payer is not liable to any penalty for not filing an executed 
Form 1120-II. A return is the orderly supplying of informa¬ 
tion, supported by affidavit, that is required by statute. The 
taxpayer has supplied all such information as was ever re¬ 
quired by the Commissioner on or before the due date. 
Form 1120-H is not a return; it is only a computating sheet 
of the tax. Also, in Germantown Trust Company (1940) 
309 U. S. 304, the Supreme Court has said that the validity 
of a tax return is not governed by the particular form used, 
but the supplying of full information as required by statute. 
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ARGUMENT. 

Point 1. 

It is the Contention of the Taxpayer that Less than Eighty 
(80) Per Cent of Its Gross Income is Derived from in¬ 
terest. 

A. The meaning of the word “interest” in the Personal Hold¬ 
ing Company surtax is limited to compensation for the 
use of money. 

In Old Colony Railroad Company v. Commissioner (193&) 
284 U. S. 552, page 560, the Supreme Court of the United 
States held: 

i 

“We cannot believe that Congress used the word 
(interest) having in mind any concept other than tpe 
actual, ordinary and every day meaning of the terml” 

“And as respects ‘interest’ the usual import of t)ie 
term is the amount which one tracts to pay for the use 
of borrowed money. He who pays and he who receives 
payment of the stipulated amount conceives that the 
whole is interest.” 

This was an interpretation of the content and meaning bf 
the word “interest” in Section 23 of the Revenue Acts 
where certain deductions are authorized from gross in¬ 
come, and also in Section 22 defining gross income. We 
have no reason to think that “interest” has any other 
meaning in Section 351 of the Internal Revenue Act of 1934. 
The Commissioner of Internal Revenue has defined the 
word in the Treasury Regulations. 

Regulations 86, Section 351-2 (3): 

“Interest—The term ‘interest’ means any amount 
received for the use of borrowed money which are in¬ 
cludible in gross income under Title I.” 

° i 

This same definition has continued in subsequent regula¬ 
tions, and it can be said that, by subsequent enactment bf 
the statute without change Congress has given legislative 

I 

I 

I 
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approval of a construction placed upon it by the adminis¬ 
trative official and has adopted the definition. 

Old Colony Railroad Co. v. Commissioner (1932) 284 U. 
S. 552; U. S. v. Dakota-Montana Oil Co., (1933) 28S U. S. 
459; Lang v. Commissioner of Internal Revenue (193S) 304 
U. S. 264; Marshall’s Heirs v. Commissioner of Internal 

Revenue (1940) 111 Fed. (2d) 935 (CCA 3); Commissioner 

of Internal Revenue v. Haines (1939) 104 Fed. (2d) 854 
(CCA 3). 

This is unquestionably the meaning and content of the 
word “interest” as used within the personal holding com¬ 
pany sections of the Revenue Act of 1934 and subsequent 
legislation in the development of these sections. 

B. Only one-seventh of the gross income of the taxpayer in 
its Tennessee offices is derived from interest, with the 
result that less than eighty (80) per cent of the gross 
income of the taxpayer is derived from interest. 

The need and purpose regulating the business of making 
small loans is well summarized in the preamble of the Ten¬ 
nessee Small Loan Act. 

Preamble 

“Whereas, there is and has long been conducted in 
this state an extensive business of making small loans 
to persons in need of funds to meet immediate neces¬ 
sities which persons are more oi less irresponsible 
financially and who are unable to furnish endorsements 
or securities acceptable to banks and financial institu¬ 
tions.; 

“And whereas, the conduct of such loan business has 
long been a cause of general complaint and of much 
hardship and injustice to poor borrowers, and there is 
no existing legal regulation of the business of making 
small loans that has proved effective for the protection 
of such borrowers and for the punishment of usurious 
money lenders, and the suppression of extortionate 
practices: 
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“And whereas, it is recognized that the business of 
lending money in small sums, repayable in weekly arid 
monthly installments, unsecured or upon unsubstantial 
security, does exist and will persist through publjic 
necessity for such loan service, and that there exists j a 
legitimate need for a law which will enable such loaus 
to be obtained and the lenders to be licensed and super¬ 
vised under proper restrictions and regulations: 

And whereas, it is desired to suppress the “loajn 
shark evil” by authorizing and regulating the conduct 
of the business of making small loans, upon fair arid 
lawful terms, thereby inducing reputable money lenders 
to obtain state license; 

Therefore, this remedial act in the exercise of tlie 
police powers of the state to promote the public wel¬ 
fare by giving relief to needy borrowers and by regu¬ 
lating the business of making loans of the classification 
defined, which demands appropriate legislation, basejd 
upon a necessity springing from distinct differences 
from other classes of money lenders.” Small Loan 
Act of Tennessee, (Public Acts 1925, Vol. 2, Ch. 15$, 
p. 5). 

There are several possible methods of regulating thie 
small loan business. One is to allow “interest” at a ratje 
higher than legal interest, using the word “interest” in 
such a statute as a word of art. Not only does it include 
compensation for the “use, forbearance or detention” o^‘ 
money, but also it includes every charge a lender might re¬ 
ceive from a borrower or a third person in connection with 
a loan; a portion of the “interest” covers these expense^ 
for the lender. Cash Service Co. v. Ward, (1937) 118 W\. 

Va. 703, 192 13. E. 344. Virginia has adopted this metho<jl 
as will be demonstrated further below. 

Another method is to limit the compensation of the lender 
for the “use, forbearance or detention” of money to th<b 
conventional legal rate of interest, and to allow him t<|> 
charge the fair and reasonable value of his serviced 
rendered and expenses incurred on the loan. 

i 
l 

i 
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The Small Loan Statute of Tennessee, as printed in 
Code of Tennessee 1932, Pt. 1, Title 14, Chapter 33, Section 
6733, and under which business being taxed was conducted, 
provides: 

‘‘Rate of interest and fees. Every person, licensed 
hereunder, may lend any sum of money not exceeding 
in amount the sum of $300, and may contract for, 
charge and receive thereon interest not to exceed 6 
per cent per annum; provided, however, that the li¬ 
censee may charge and receive for investigating the 
security, titles, etc., and for other expenses and losses 
of every nature whatsoever, and for closing the loan, 
a fee not above three per cent per month of the prin¬ 
cipal sum lent over the term of the loan, both interest 
and fee to be computed on the unpaid balance of the 
principal due at the end of each month over the life of 
the loan.” 

The Tennessee Small Loan Statute does not provide for 
compensation of the lender for the fair and reasonable value 
of his services rendered in connection with the loan by in¬ 
cluding them in the word “interest” used as a word of art 
as in the Virginia Small Loan Act. The Tennessee Statute 
expressly provides for the fees and charges for the fair and 
reasonable value of the services on the loan that the lender 
may impose on the borrower in addition to interest as com¬ 
pensation for the use of money; the statute regulates these 
charges and fixes a maximum. 

The statute provides for charges in addition to interest. 
Such charges can in no way be construed as interest or as 
a device for increasing the income of the lender. The Con¬ 
stitution of Tennessee regulates interest. 

Constitution of Tennessee. Article 11, Rate of In¬ 
terest ; Duty of Legislature to fix: 

“The Legislature shall fix the rate of interest, and 
the rate so established shall be equal and uniform 
throughout the state, but the Legislature may provide 
for a conventional rate of interest, not to exceed 10 
per cent per annum.” 
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The provision for interest and charges of the Tennessee 

Small Loan Act was held constitutional in the case of Koer\ 

v. State (1931), 162 Tennessee 573, 39 S. W. (2d) 283. 
Under the Tennessee Small Loan Act the lender is not al-| 

lowed to arbitrarily charge 3 per cent per month for serv-j 
ices rendered on a loan, though he may collect on account; 
of charges at that rate. He is duty bound to make adjust-; 
ment for any excess collection at the completion of the con-! 
tract, i.e., after the last payment. The charge must be basedj 
on a fair and reasonable value of actual services rendered 
on the individual loan. 

“The purpose of the act is not to permit qualified; 
companies to charge and receive more or additional 
fees for use of money than others, but the purpose of! 
the act is to restrict, supervise and regulate the busi- j 
ness of making loans under $300, and to fix a maximum j 
beyond which companies may not go in seeking reim-j 
bursement for expenses incurred and in making j 
charges for services rendered in conducting such j 
loans.’ ’ j 

“Qualified lenders cannot contract for service fees j 
and charges arbitrarily to the maximum limit of the l 
act as construed in Koen v. State. Fees and charges j 
must not only be in the fixed minimum, but also bear j 
reasonable relation to the expense services of the loan j 
and the transaction ... Whether the contract fee in any j 
particular transaction is a reasonable charge or a mere j 
evasion of the law against usury and particularly the ! 
Small Loan Act may be subject to judicial inquiry in a 
proper case.” Personal Finance Co. v. Hammock \ 
1932, 163 Tenn. 641, 45 S. W. (2d) 528. 

That the charges for services rendered or expenses in¬ 
curred by the lender in connection with the loan must be 
based on the services actually rendered or expenses genu¬ 
inely incurred on each loan is brought out further in the 
case of Family Loan Company of Nashville v. Ilickerson 

(1934), 168 Tenn. 36, 73 S. W. (2d) 694. 
i 

“Notwithstanding the act fixed the maximum fee at 1 
3 per cent per month, it was declared by the opinion ; 
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in Personal Finance Co. v. Hammock that the fees for 
services are justified only when they bear reasonable 
relation to the expense and services of the lender to 
the borrower in the transaction; and that when a claim 
for services exacted by an unlicensed lender would 
constitute usury, it would likewise constitute usury if 
exacted by one engaged in the business and qualified 
under the act.” 

“We concur in the declaration of the chancellor that, 
as provided in the statute, the complainant may esti¬ 
mate the expense fee and contract with the borrower 
for a sum equal to the reasonable estimated value of 
services in closing the loan, but in this estimate it 
could not include as a legitimate charge elements which 
it may consider necessary to cover overhead. Nor do 
we find that the Legislature intended to or could have 
authorized small loan companies licensed under the 
act to estimate and charge a fee sufficient to produce 
any fixed or definite average return on the investment. 
Legislation in violation of the constitutional restraint 
upon the power to regulate interest for the use of 
money could not be enacted so as to confer power upon 
legal interest in order that such lender may be assured 
a reasonable return on the investment, and the in¬ 
clusion of the lender’s expenses for rents, salaries of 
its employees, and losses on loans could not be made 
legitimate by a statute.” 

“We also concur in the declaration of the chancellor 
that the Small Loan Act does not vest in the Depart¬ 
ment of Banking the supervision and regulation of 
small loan companies so as to confer upon that De¬ 
partment the power to arbitrarily fix the fees and de¬ 
clare its fixation reasonable. This is necessarily so 
because usury is dependent upon -whether the contract 
includes something in excess of legal interest and in 
excess of legitimate expenses for services rendered in 
the particular transaction. The lender could not ob¬ 
trude extraneous items in fixing the charge for services 
rendered the borrower. As said in Personal Finance 
Co. v. Hammock-, the reasonableness of the maximum 
charge of 3 per cent per month, more or less apparent 
when applied to a loan for a short period, may become 
more difficult to establish as the amount or the time of 
the loan increases. It was clearly stated in the opinion 



that in determining the reasonablenes of the relatioji 
between the service rendered and the charge made fdr 
the service, the inquiry should be limited to the parti¬ 
cular transaction.” Family Loan Co. of Nashville vf. 
Hickerson (1934) 168 Tenn. 36, 73 S. W. (2d) 694. 

That the charge for expenses is limited to the particular 
loan in question is brought out in the case of Pugh v). 
Hermitage Loan Company (1934) 167 Tenn. 389, 70 S. Wj. 
(2d) 22. There the court found that the fixed charge by th^s 
lender was not in assent with the actual cost of serving tlnb 
loan. The lender attempted to uphold its position by refer¬ 
ence to its losses on other loans. The court held the load 
void because the fees thereon violated the Tennessee Smalf 
Loan Act and cancelled the note holding: 

“It undertakes to justify its contention by referring 
to its losses on other loans. This we think it cannot doi 
To exact of one borrower a charge to reimburse thb 
lender for losses he may sustain or has sustained ofi 
other loans is to directly exact that sum as compensaj 
tion for the particular loan, amounting, not merely tc| 
an evasion of the laws against usury, but to a direct 
violation of them. The ‘losses’ which the statute, Code, 
para. 6733, authorizes to be considered in fixing the 
fee to be charged on a loan, are losses which mayj 
reasonably be apprehended on the particular trans¬ 
action, and not losses which the lender may suffer in! 
making other loans to other borrowers. A sum exacted! 
for the use of money is usurious or not according to the! 
proportion it bears to the amount loaned, and, if usuri-l 
ous by that measure, it is not rendered less so by the! 
fact that other loans made by the same person show aj 
loss.” 

“ ‘The Legislature could not authorize the lender toj 
arbitrarily fix a monthly expense fee of 3 per cent in| 
addition to the annual interest on loans and did not| 
intend to do so.’ If the statute had not been susceptible! 
to the construction we have given it, we would havej 
found it necessary to adjudge it in conflict with the | 
constitutional limitation. A statute permitting a lender! 
to charge sums as compensation for the use of money! 
which amount to more than at the rate of 10 per cent | 
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per annum is in clear conflict with the Constitution, 
whether the charge be denominated in the statute in¬ 
terest or fees or by any other name. To sustain the 
excess there must necessarily be some reasonable rela¬ 
tion between the amount and the services and expense 
of the lender.” Pugh v. Hermitage Loan Company 
(1934) 167 Tenn. 389, 70 S. W. (Sd) 22. 

In Williams v. Personal Finance Company (1937) 172 
Tenn. 69,109 S. W. (2d) 1166, the borrower contended that 
the services of the loan were performed by regular salaried 
employees of the lender and that therefore his fees should 
not cover their salaries and expenses under the authority 
of the Hickerson case. In overruling this construction, the 
court said: 

‘* Counsel have misinterpreted the opinion in the 
Hickerson case. The court did not intend to hold that 
no recovery could be had for such services as were 
rendered in the instant cases because performed by 
salaried employees. If this were true, then no charge 
could ever be made for such services because they are 
necessarily performed by employees, and whether such 
employees are paid by the month or only for each 
service rendered is immaterial. The statement in the 
Hickerson case, upon which counsel for plaintiff rely, 
was simply a refutation of the contention of the loan 
company that it could contract for and collect from 
each borrower a service fee to be arrived at by allocat¬ 
ing to each loan its proportionate part of the aggregate 
of the company’s overhead expenses, including rents, 
taxes, and salaries. In each case the fees must bear a 
reasonable relation to the service rendered the bor¬ 
rower, excluding all extraneous expenses. In these 
cases the expenses incurred in investigating the char¬ 
acter of the borrower, writing mortgages, making trips 
to Goodlettsville and to the Tennessee Industrial 
School were not extraneous expenses, but were ex¬ 
penses related to and incurred in the transactions for 
which the charges were made.” 

“In the Hickerson case the court reaffirmed the rule 
that such contracts as are here involved are prima 
facie valid, and that the burden of proof is on the bor- 
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rower to show that the transaction was in fact usuri¬ 
ous/’ 

“It appearing that defendant rendered services for| 
which it was entitled to compensation, and the plaintiff j 
having failed to carry the burden of showing that the j 

service charges were unreasonable, it necessarily fol-i 
lows that there was no material evidence upon which! 
the jury could base a verdict, and hence the trial court | 
very correctly directed a verdict for the defendant.” 

| 
From these decisions it is clear that a licensed small j 

loan lender can only lawfully receive interest at the rate! 
of six per cent per annum. Charges for the fair and reason- j 
able value of the services rendered and expenses incurred I 
by the lender in connection with the loan can not by anyj 
possible reasoning, be deemed interest. In the first place, j 

such a construction would render the Tennessee Small Loan j 

Act unconstitutional, as it would violate the constitutional j 

limitation of interest. In the second place, the courts of j 

Tennessee have carefully examined many small loans and i 
found that charges were made for reasonable and fair 
value of services actually rendered by the lender in con- j 

nection with the loan and expenses genuinely incurred, j 
Otherwise the notes are void because the fees thereon j 
violate the Tennessee Small Loan Act. 

It is immaterial that the taxpayer in its books lumped | 
interest and fees for services rendered and expenses in-! 
curred under the heading of “interest”; during the years j 
in question the taxpayer in its books and accounts used i 
the word “interest as a word of art, including interest, fees | 
and expenses in connection with a loan in Virginia and in ! 
Tennessee in the same manner. The typical note in evi- | 
dence and a part of the record used by the taxpayer in all j 
its small loan contracts in Tennessee shows that the tax- | 
payer has contracted and agreed with the borrower in ac¬ 
cordance with the Tennessee Small Loan Act, collecting 3 j 

per cent per month for fees, and one-lialf per cent per | 
month for interest. The careless grouping of these two I 
sums in the books, as interest, cannot affect the true facts 

i 
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which govern the case. It has been long recognized by the 
courts that book entries do not control the facts in the 
determination and fixing of tax liability. In Doyle v. Mit¬ 

chell Brothers Co. (1918) 274 U. S. 179, at 188, the court 
held: 

“Nor is the result altered by the mere fact that the 
increment of value had not been entered upon plain¬ 
tiff’s books of account. Such books are no more than 
evidential, being neither indispensable nor conclusive. 
The decision must rest upon the actual facts, which, 
in the present case, are not in dispute.” 

See also, Sitterding v. Commissioner, (193C) 80 Fed. (2d) 
939; In re Sheinman, (1926) 14 Fed. (2d) 323. The un¬ 
questioned agreement between the taxpayer and its bor¬ 
rowers must overcome and control above mere artistic book 
entries. Taxation is a practical matter. 

C. The federal courts are bound by state laws. 

The Supreme Court of the United States has decided 
that the federal courts cannot set up an independent fed¬ 
eral, general or common law. 

“Except in matters governed by the Federal Con¬ 
stitution or by Acts of Congress, the law to be applied 
in any case is the law of the State. And whether the 
law of the State shall be declared by its Legislature in 
a statute or by its highest court in a decision is not a 
matter of federal concern. There is no federal general 
common law. Congress has no power to declare sub¬ 
stantive rules of common law applicable in a State 
whether they be local in their nature or ‘general,’ be 
they commercial law or a part of the law of torts. And 
no clause in the Constitution purports to confer such 
a power upon the federal courts. Erie Railroad Co. 
v. Tompkins, (1938 ) 304 U. S. 64; (C. C. A. 2). 

The federal courts are not entitled to decide what state 
law ought to be; they must determine what the state law 
actually is. Klaxon v. Stent or, (1941)-U. S.-, 85 L. 



Ed. 969. This case, which reaffirms and extends the casej 
of Erie Railroad Co. v. Tompkins, supra, was decided oii 
the day the court recessed for the summer of 1941. 

Regulation of the business of making small loans is not aj 
matter governed by the Federal Constitution, or by Acts ofj 
Congress during the year 1934. The business is regulated 
by the states under their police powers. The Small Loan 
Act of Tennessee has been held constitutional under botl^ 
the state and federal constitutions by the Supreme Courtj 
of Tennessee. An appeal to the Supreme Court of thej 
United States on the grounds that the states are regulating 
a business exempt from state control by the Federal Con¬ 
stitution has never been attempted. The federal courts! 
are bound to recognize that the state laws regulate the busi-| 
ness of making small loans; they are both bound by the 
decisions of the state courts and the statute and the expressj 
agreement of the parties in the contract of loan. They! 
cannot interpret at will. 

D. The Girard and Noteman cases distinguished. 

It is true that the Commissioner of Internal Revenue hasj 
held small loan companies to be personal holding companiesj 
and assessed the personal holding company surtax of the! 
Revenue Act of 1934 on them; his actions have been sus-j 
tained by the courts. In these cases, however, the circum-j 
stances are far different. 

The Commissioner of Internal Revenue held the Girard j 

Investment Company, a Pennsylvania small loan company, | 
to be a personal holding company and assessed a surtax on1 
it. The Pennsylvania Small Loan Act provides for com-! 
pensation of the lender for services rendered and expenses i 
incurred on the loan by including them in “interest” used 
as a word of art. Section 2 of the Small Loan Act of 1915 j 
as amended by the Laws of 1919 provides : 

“Any person, persons, copartnership, association,! 
or corporation who shall obtain a license in accordance 
with the provisions of section one of this act, shall be 
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entitled to loan money in sums of three hundred ($300) 
dollars or less, either with or without security, to indi¬ 
viduals pressed by lack of funds to meet immediate 
necessities, at his, their, or its place of business, for 
which said license is issued, and to charge the bor¬ 
rowers thereof, for its use or loan, interest at a rate 
not to exceed three and one-half (3V*>) per centum per 
month. No fees, fines, or other charges, either in addi¬ 
tion to or as a part of the above specified interest, shall 
be charged or collected under any pretext whatsoever.” 

In the Girard case the taxpayer demonstrated with de¬ 
tailed figures and supporting evidence how the part of the 
“interest” allowed above conventional legal interest was 
compensation for services rendered and expenses incurred 
in connection with its loans; it revealed its acts and activ¬ 
ities and gave detailed reports on several typical loans and 
a schedule of all activities for the taxable year. The United 
States Board of Tax Appeals did not discuss what consti¬ 
tuted “interest”; it blindly followed the statutory term 
“interest” and made a finding that the gross income from 
small loans of the taxpayer was interest. The case is now 
before the United States Circuit Court of Appeals for the 
Third Circuit on appeal. 

It is to be noted that the Pennsylvania Small Loan Act 
provides only for “interest” and bars further charges as 
was so found by the Superior Court of Pennsylvania on 
June 30, 1941 in the case of Lackawanna Thrift and Loan 

Company v. Rabat chnick. Under Eric Railroad Co. v. 
Tompkins, supra, the federal court might determine that it 
is bound by the adjudication of the Pennsylvania court to 
rule upon the nature of gross income without considering 
the true nature of interest as used in the act and find that 
all “interest” is compensation for the use of money, in 
spite of the fact that Section 2 of the Pennsylvania statute 
declared bona fide, charges shall be deemed to be interest 
only under the Small Loan Act and not for other purposes. 
Tennessee, however, has a fundamentally different legal 
foundation for its regulation of small loans; the statute 
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clearly distinguishes between interest and charges for serv¬ 
ices and expenses by express provisions. The Court cannojt 
arbitrarily, or in violation of the express agreement be¬ 
tween the lender and borrower or the principles of thajt 
statute or federal law disregard the statutory elements. 

Another case sustaining an assessment of a personal 
holding company surtax on a small loan company is Noth¬ 

in an v. Welch, (1939) 10S Fed. (2d) 206. There the Unitejl 
States Circuit Court of Appeals for the First Circuit upj- 
hcld the assessment upon a Massachusetts small loan com[- 
pany. The Massachusetts Small Loan Act provides: 

“ ... the total amount to be paid on any loan for inj- 
terest and expenses shall not in the aggregate exceeeji 
an amount equivalent to 3 per cent a month on the 
amount actually received by the borrower, computed 
on unpaid balances; and no licensee shall charge o^ 
receive upon any loan a greater rate of interest thah 
that fixed by the commissioner. No charge, bonus, feei, 
expense or demand of any nature whatsoever, excepj 
as above provided, shall be made upon loans to which 
said sections relate.” Section 100, Massachusetts Small 
Loan Act. 

I 
In this case the taxpayer failed to show that any portior) 

of its gross income could be attributed to charges for serv-} 
ices rendered and expenses incurred on specific loans. Tlicj 
taxpayer proved its expenses and justified the rate of in-} 
terest of the Massachusetts Act and gave not one word of} 
testimony on any services rendered or expenses incurred iit 
connection with any loan. In the absence of such proof! 
the Court concluded that all the gross income of the tax-| 
payer was interest. However, the Court held that all pay-j 
ments of borrowers to licensed lenders were not necessarily 
interest: whether they were or not depending upon the facts! 
proven in a given case. 

. 1 
“We do not say, in concluding on this branch of the 

case, that all payments by borrowers from licensed} 
personal finance companies are necessarily ‘interest’! 
under the Massachusetts Small Loans Law, or under! 

| 
i 
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Section 351 of the Revenue Act of 1934.” Noteman v. 
Welch, (1939) 108 Fed. (2d), 206, at 214. 

The Tennessee Small Loan Act clearly distinguishes be¬ 
tween interest and charges for services rendered and ex¬ 
penses incurred in connection w'ith the loan. It is not the 
duty of the taxpayer-licensed lender to prove individual 
acts and activities in connection with the loan. On the con¬ 
trary, the law in Tennessee is that the charges for services 
and expenses within the limitations of the Tennessee Small 
Loan Act are what they purport to be, and the burden of 
proof to show otherwise is upon the challenger. In this 
case the Commissioner has not offered any testimony to 
establish the fees to be something other than what they 
purport to be. Incidentally, it should be said that counsel 
writing this brief was responsible for the trial of about 200 
such cases about the year 1934 in the courts of Tennessee, 
and in all of them except one (the necessary exception) the 
jury or the judge found the schedule of fees to be fair, just 
and reasonable. The typical note used to evidence all the 
loans of the taxpayer made in Tennessee and set forth in 
evidence and as part of the record shows the validity of the 
loan without further proof and the nature of the gross in¬ 
come received under the Tennessee statute. 

The Tennessee borrower from the Seaboard Small Loan 
Company agrees to pay interest on a loan at 6 per cent per 
annum (one-half per cent per month) and to pay on ac¬ 
count of services and expenses fees of 3 per cent per month 
on the unpaid principal balance as provided by the Small 
Loan Act of Tennessee. These items are stated in the note 
signed by the borrower; a typical note is set forth in the 
statement of facts and is a part of the record in the case. 
The fees and charges as shown above are based on actual 
expenses and services rendered in the individual loan. The 
1934 gross income of the Seaboard Small Loan Company 
was $301,225.06 of ■which $64,962.78 was from fees on loans 
in Tennessee, which, together with $29,485.05 bad debt re¬ 
covery constitutes much more than 20 per cent of the gross 
income of the taxpayer. 



Section 351 of the Revenue Act of 1934 defines a personal 
holding company as a corporation of which more than $0 
per cent of the stock is not owned by more than five indi¬ 
viduals and of which 80 per cent of its income is derived 
from interest and dividends. Since over 20 per cent of tfye 
gross income of the Seaboard Small Loan Company docs 
not come from interest or dividends, the Seaboard Smajll 
Loan Company is not a personal holding company und^r 
the provision of Section 351 of the Revenue Act of 1934 anjd 
is not liable for the persona] holding company surtax or the 
penalties thereon. 

E. Interest under the Virginia Small Loans Act includes 
charges for services on loans as well as interest as de¬ 
fined by section 351, of the Revenue Act of 1934. 

I 
Interest is the compensation for the use of borrowcjd 

money. In Treasury Regulations, Regulations 86, Sectiojii 
351-2 (3) interest is defined as follows: 

“Interest—The term ‘interest9 means any amounts 
received for the use of borrowed money which are in¬ 
cludible in gross income under Title I.” 

It is not compensation for the other legitimate acts an^i 
activities done in connection with a loan for or on behalf ojf 
the borrower or arising out of his default. This observa- 
tion is fundamental in the argument of the case and the coil- 
trolling criteria of every lawsuit involving usury or a viola¬ 
tion of the Small Loan Act. Words are the tools by which 
ideas are expressed. These tools arc sometimes doublje 
edged. Such dual meaning generally leads to confusioiji. 
This case arises solely and only out of such a confusion and 
from the dual meaning of the word “interest” as used in 
the general law, as in the revenue laws and as used in a ° . . . i 
special situation of general application as the small loajn 
statutes in many of our states. We are here concerned 
with the small loan statute of Virginia, and Section 35|1 
of the Revenue Act of 1934. 
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Mr. Justice Holmes said in Towne v. Eisner (1918) 245 
U. S. 418 at 425: 

“A word is not crystal, transparent and unchanged; 
it is the skin of a living thought and may vary greatly 
in color and content according to circumstances and the 
time in which it is used.” 

Likewise, Mr. Justice Sutherland said in Carter v. Carter 

Coal Company (1936) 298 U. S. 238, that: 

“While the lawmaker is entirely free to ignore the 
ordinary meaning of words and make definitions of his 
own, that device may not be employed so as to change 
the nature of the acts or things to which the words ap¬ 
plied.” 

The nature of the acts and things involved in the conduct 
of the business of a small loan company has been confused 
by the Commissioner of Internal Revenue and by the 
United States Board of Tax Appeals. No published ruling 
or opinion sets out the fundamental elements or practices 
of the small loan business. They do not disclose any knowl¬ 
edge of its history or its problems. In no reported case to 
date have the fundamental facts been set forth nor have 
they been discussed in any opinion involving Section 351 
of the Revenue Act of 1934. The nearest discussion to be 
found is in Notema/n v. Welch (1939) 108 Fed. (2d) 206, 
where the record was inadequate and not one word of proof 
was given concerning the nature of “gross income.” The 
record was a justification of rate, not an explanation of 
charge on any loan. 

The Virginia Small Loan Act used the word “interest” 
as a word of art. Under the Small Loan Statute the word 
“interest” not only included the compensation for the use, 
forbearance or detention of money or its equivalent, but it 
also included every charge a lender might receive from a 
borrower or a third person in connection with a loan; a 
portion of the “interest” covered these expenses for the 
licensed small loan lender. Virginia Code 1936, Title 37, 
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Chapter 166 (c), Section 4168 (51), which is the interest 
provision of the Virginia Small Loan Law, provides: 

“Maximum interest char pc; collection of interest 
regulated, and ivhat charges prohibited; what may be 
reimbursed. Every person, co-partnership or corpora¬ 
tion licensed hereunder, may lend any sum of moijey 
not exceeding in amount the sum of $300 and may 
charge, contract for, and receive thereon interest a|t a 
rate not to exceed 31/-* per centum per month. Interest 
shall not be payable in advance or compounded, and 
shall be computed on unpaid daily balances. In Ad¬ 
dition to the interest herein provided for, no further 
or other charge or amount whatsoever for any ex¬ 
amination, service, brokerage, commission, fine, iji°- 
tarial fee or other things or otherwise shall be directly 
or indirectly charged, contracted for, or received ex¬ 
cept in lawful fees, if any, actually and necessarily paid 
out by the licensee to any public officer for filing or re¬ 
cording in any public office any instrument securing 
the loan, which fees may be collected when the loan is 
made or at any time thereafter, provided, however, 
that all notarial fees, including those for acknowledge¬ 
ments to deeds and other papers for recordation shall 
be at the expense of the lender, and under no circum¬ 
stances shall the borrower be required to pay any no¬ 
tarial fee whatsoever.” 

That “interest” is a word of art used to cover both r<^al 
interest and charges for the fair value of services rendered 
in connection with the loan, was brought out in a case in- 
volving the identical provisions of the Pennsylvania Small 
Loan Act. In the case of Commonwealth v. Pennsylvania 
Loan Corporation, (1937) 127 Pa. Super 253, 193 Atl. li.41 
Judge James, now Governor James, held: 

“For the ordinary loan, a reasonable fee for the Ap¬ 
praisal of collateral offered would be proper but shell 
fee by a license under the act would be a violation, if 
the interest fixed by the act was charged. So an at¬ 
torney’s commission for collection would be proper 
in the ordinary loan but such commission, in addition 
to the 31/* per cent rate allowed by the act is a fee, fine 
or other charge in violation of the act; it inures to the 
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benefit of the lender, and becomes a part of the prin¬ 
cipal debt. In our construction of this act, we should 
maintain the protection by it to prevent any subter¬ 
fuge by which the small-loan borrower is mulcted with 
any aditional fee, fine or other charge except such such 
costs as are fixed by law. Upon default in payment of 
a note given under this act, the lender is not entitled 
to charge or collect anything other than the money 
loaned, plus interest at the rate of 3Vz per cent per 
month and legal costs. Any fees of counsel incurred in 
its collection should be borne by the lender just as other 
litigants are required to bear in the preparation and 
trial of suits. In our opinion, the attorney’s fee was a 
charge in violation of the statute.” 

In the case of Girard Investment Company v. Commis¬ 
sioner of Internal Revenue, B. T. A. Docket No. 96847, No¬ 
vember, 1940, another case involving the Pennsylvania 
Small Loan Act, Mr. O. B. Lippman, Chief of the Consumer 
Credit Division of the Department of Banking of the Com¬ 
monwealth of Pennsylvania, testified that: 

“All ‘interest’ in excess of normal legal interest 
fixed at six per cent per annum by the General Usury 
Statutes was compensation for additional activities 
carried on by the petitioner (taxpayer); ‘these activi¬ 
ties were the investigation of all applicants for loans 
as to character, credit standing, residence, employ¬ 
ment, appraisal of collateral and the collecting of the 
loans’.” 

This rule of law is universal among states where small 
loan charges are stated as an extraordinary percentage per 
month upon unpaid principal balances. The Appellate Term 
in New York pointed out the distinction between a usury 
statute and a small loan statute. It said a small loan statute 
regulated every consideration a licensed lender received, 
while a usury statute limited only the compensation for the 
use, forbearance, or detention of money. Krulick v. Confi¬ 
dential Personal Loan Company, March, 1941 App. Term, 
Docket No. 124 M. C. (New York). To the same effect is 
Capital Loan <& Savings Company v. Biery, (1938) 134 Ohio 
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St. 333 and Cash Service Company v. Ward, (1937) 118 W. 
Va. 703, 192 S. E. 344; Richmond v. Conservative Credit 
System of New Jersey, (1933) 110 N. J. L. 73, 164 Atl. 563. 
All of these cases give a greater scope, content and meaning 
to the word “interest” in a small loan statute than in the 
general law. 
v • • • • 

The Russel Sage Foundation, which is the original spon¬ 
sor of such a system of small loan charges, has admitted tjhe 
word “interest” is confusing and now recommends tjhe 
word “charges.” Sixth Draft, June 30, 1938, and Preliln- 
inary Seventh Draft, 1941. 

It is the contention of the taxpayer that the word interest 
with the Virginia Small Loan Act, is a word of art. Though 
the legal approach and requirements of proof are funda¬ 
mentally different in broad application its economic conse¬ 
quences are about the same in the Small Loan Acts of Ten¬ 
nessee, California and Oklahoma which provide for interest 
at the legal rate and regulate fees and charges for services 
rendered, expenses incurred in connection with the loan. In 
Ex Parte Fidler, (1940) 102 Pacific (2d) 321, the Supreme 
Court of California has adjudicated that such charges ajre 
not interest: 

“The Act limits interest to the 10 per cent maximum 
fixed by the Usury Law and the term ‘interest’ includes 
all amounts received by the lender under any othpr 
name as compensation for his own services with tfie 
sole exception of amounts received for legitimate items 
of expense. Such items are not covered by the Usury 
Law, and in the absence of other legislation would be 
unlimited. The Small Loan Act simply limits the 
amount which borrowers may be charged for suph 
items.” 

i 
i 

Judicial notice has been taken that there must be other Ex¬ 
penses for such loans and other gross income received by 
the lender for his acts and services other than compensa¬ 
tions for the use of money. “Interest”, as used in the Vir¬ 
ginia Small Loan Act, covers interest at the conventional 
legal rate, plus the charges for the fair and reasonable value 
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of services rendered and expenses incurred by the lender in 
connection with the loans. 
- “Interest” is a word of art in the Small Loan Statute 
modeled after the Russell Sage pattern and differs in con¬ 
tent and meaning from the word “interest” as used in daily 
life and the Revenue Act of 1934, and the regulations by the 
Commissioner of Internal Revenue, therefore the taxpayer 
contends that not over eighty (80) per cent of its income is 
derived from interest and therefore, it is not liable for the 
personal holding company surtax thereon. 

Conclusion to Point I. 

We are aware that the taxpayer here has failed to prove 
what proportion of “interest” used as a word of art in the 
Virginia Small Loan Act is not compensation for the use of 
money but compensation for services rendered and expenses 
genuinely incurred by the lender on the loan. Hence, the 
burden of proof imposed by Noteman v. Welch has not been 
met. On the other hand, the Commissioner of Internal Rev¬ 
enue has done nothing to show that the charges and fees 
allowed by the Tennessee Small Loan Act for expenses and 
services of the loan are not true charges but concealed in¬ 
terest. The Commissioner has done nothing to rebut the 
terms of the statute, court decisions and the contract be¬ 
tween the borrower and the lender. 

In the case of Girard Investment Company v. Commis¬ 
sioner, supra, the taxpayer demonstrated with detailed fig¬ 
ures how the part of the “interest” allowed above conven¬ 
tional legal interest was a compensation for services ren¬ 
dered and expenses incurred in connection with its loans, 
revealed its acts and activities and gave detailed reports 
in several typical cases. This evidence is hoped to satisfy 
the requirement of proof demanded by the Noteman case 
and to result in a decision favorable to the taxpayer. 

In concluding this analysis of “gross income” we believe 
it is so patently obvious, that judicial notice must be taken 
of the fact that the quality of the promise to pay is so weak, 
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that there are so many acts and activities required of the 
lender to obtain performance and repayment which are paid 
to him by the borrower that much of the gross income must 

i 
contain many payments other than compensation for tlje 
use of money. 

Point II. 

The Definition of a Personal Holding Company Under the 
Personal Holding Company Surtax Statute Does Nqt 
Include Active Small Loan Companies. If the Statute 
were Applied to the Petitioner the Due Process Clause 
of the Fifth Amendment Would be Violated. 

The court is authorized and is under an obligation to ex¬ 
amine independently the status of the petitioner com¬ 
pany, apart from the statutory definition, to determine 
whether or not the petitioner company is within the 
terms of the statute imposing tax upon “Incorporated 
Pocketbook” companies. 

Where the statute by its terms expressly imposes tax ex¬ 
clusively under certain definitely stated circumstances, thje 
United States Supreme Court, where a statute contrary tb 
fact wTas involved, has not been content to merely find thp 
existence of the circumstances required by the words of thb 
statute. Tyler v. United States (1929), 281 U. S. 497; Cor¬ 
liss v. Bowers (1930), 281 U. S. 376; Burnett v. Wells (1933), 
289 U. S. 670; Crowell v. Benson (1932), 285 U. S. 22, at 60|; 

• ' 
Helvering v. City Bank Farmers Trust Company (1935)[, 
296 U. S. 85; Article III, Section 1 of the United States Conj- 
stitution. The problem goes beyond a mere consideration of 
the authority of Congress to classify for purposes of taxf 
ation. The question is presented as to whether or not th^ 
Congress has the authority to impose a tax upon holding 
companies because they are holding companies and then to 
allow its definition of holding company to overlap the field of 
operating companies and include some operating companies 
within its scope, notwithstanding the fact that such operat 
ing companies do not threaten the evil complained of. 
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In the Sinking Fund Cases (1879), 99 U. S. 700, Justice 
Field, who wrote an opinion dissenting from the majority 
on grounds not pertinent here said, that: 

“Whenever an act undertakes to determine a ques¬ 
tion of right or obligation, or of property, as the foun¬ 
dation upon which it proceeds, such act is, to that ex¬ 
tent, a judicial one and not the proper exercise of leg¬ 
islative functions.” 

The Personal Holding Company Surtax Statute attempts 
to do the very act that Justice Field said was “a judicial 
one and not the proper exercise of legislative functions”. 
It would declare the petitioner company to be a “personal 
holding company” for the purpose of establishing the foun¬ 
dation upon which it proceeds. 

The important fact to be proved or disproved here is the 
fact of the existence of an actual personal holding company. 
Upon this fact which calls the statute into play, the due 
process clause of the Federal Constitution guarantees a 
hearing and determination to the taxpayer. A statute may 
not debar an inquiry on the existence of the one, essential 
fact by defining or conjuring such fact into existence, and, 
at the same time, put off and limit the judicial inquiry to 
the secondary and relatively unimportant issue of whether 
or not the statute on its face includes the person whom it 
attempts to strike. 

In Dougherty v. Bcthune (1S49), 7 Georgia 90, the Court 
refused to recognize a person as assignee of bank notes who 
a statute had expressly declared to be the assignee. It 
stated, that: 

“The Legislature had not power to legislate the truth 
of facts. Whether facts upon which rights depend are 
true or false, is an inquiry for the courts to make # * *; 
it belongs to the judicial department of the Govern¬ 
ment. Bv the Constitution, the legislative and judicial 
departments are distinct. A citizen is not estopped to 
deny, in the courts of the country, any mere fact 
which the Legislature may choose to recite. If he was, 



the Government would be a despotism, and the Legis¬ 
lature might be a tyrant. * * * He is not estopped * *j * 
to deny the fact of assignment”. 

. 

The same conclusions are expressed in Taylor v. Ander¬ 
son (1914), 40 Okla. 316; Southern Cotton Oil v. Raiits 
(1930), 171 Ga. 154, 155 S. E. 4S4, and in Gordon v. Lowry 
(1928), 116 Neb. 359, 217 N. W. 610. 

The due process clause of the Fifth Amendment restrains 
the power of the Federal Government to impose taxes, just 
as the due process clause of the Fourteenth Amendment re¬ 
strains the states. Ileiner v. Donnan (1932), 285 U. jS. 
312; Coolidge v. Long (1930), 282 U. S. 5S2; Blodgett v. Hol¬ 
den (1927), 275 U.S. 142. ! 

The statute defining “Personal Holding Companies” so as to 
include small loan companies actively engaging in busi¬ 
ness does create a status contrary to fact. 

It is necessary to know what the fact is, that is, what ac¬ 
tually is a personal holding company, before it may be de¬ 
termined whether or not the status that has been cre¬ 
ated by this statute is contrary to fact. 

The definitions and descriptions set forth below are rep¬ 
resentative of the meaning generally ascribed to the terpi 
“holding company”. 

“Holding Company. A corporation organized io 
hold the stock of another or other corporations.” Boy- 
vicr’s Law Dictionary. Rawles’ Third Edition. 

“ ‘Holding company’ means—any company whicjli 
directly owns, controls or holds with power to vote, 10 
per centum or more of the outstanding voting securities 
of a public utility company or of a company which is j a 
holding company by virtue of this clause (B) unless ttye 
Commission, as hereinafter provided, by order declares 
such company not to be a holding company; * * *”. The 
Public Utility Holding Company Act of 1935, August 
26, 1935 c. 687, Title 1. par. 2, 49 Stat. 804; U. S. C. A. 
79b. 
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The Treasury Department has defined a “holding com¬ 
pany” as follows: 

“A corporation having practically no activities ex¬ 
cept holding property, and collecting the income there¬ 
from or investing therein, shall be considered a holding 
company -within the meaning of section 102.” Reg. 
103, Section 19.102-2 relating to the Income Tax wider 
the Internal Revenue Code. Approved January 29, 
1940. 

None of these definitions of a holding company makes 
even an implied reference to the activities of an active 
small loan company, such as the petitioner, set forth in the 
Statement of the Case, are sufficient to show that this peti¬ 
tioner is not in fact a personal holding company, that is, an 
“incorporated pocketbook” company. 

Where it appears from a consideration of all the relevant 
factors that the operations of a statute depend upon 
the existence of a stated fact, a federal statute which 
denies- the taxpayer the opportunity to show the absence 
of such required fact, violates the due process caluse of 
the Fifth Amendment to the Federal Constitution. 

Where Congress imposes a tax upon a stated transaction 
to supplement and to protect an existing revenue statute, 
it is established that such tax may not be exacted where the 
actual fact or transaction which is the basis for the tax does 
not exist or has not occurred even though the Congress has 
ordained that under the particular circumstances the re¬ 
quired fact shall exist or transaction shall occur. 

In Heiner v. Donnan (1932), 285 U. S. 312, a Federal stat¬ 
ute imposing a transfer tax upon transfers made in contem¬ 
plation of death and providing that any transfer made 
within two years of death shall “be deemed and held to 
have been made in contemplation of death” was held to 
violate the due process clause of the Fifth Amendment when 
applied to a transfer which, in fact, had not been made in 
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contemplation of death. Justice Sutherland, who spotye 
for the majority, said that: 

I 

“Complete ownership of the gift, together with all 
its incidents, has passed during the life of both donojr 
and donee, and not interest of any kind remains to pads 
to anyone or cease in the other in consequence of thje 
death which happens afterward.” * * # 

“ * * * The presumption here excludes consideration 
of every fact and circumstance tending to show the rea|l 
motive of the donor. * * * And, although the tax explic¬ 
itly is based upon the circumstance that the thought 
of death must be the impelling cause of the transfer 
* * *, the presumption * * * precludes the ascertainV 
ment of the truth in respect of that requisite upoy\, 
which the liability is made to rest, * * * * *, it cony 
stitutes an attempt, by legislative fiat, to enact into ex¬ 
istence a faot which here does not, and cannot be madq 
to, exist in actuality, * * *. * * * This court has held 
more than once that a statute creating a presumption 
which operates to deny a fair opportunity to rebut itl 
violates the due process clause of the Fourteenth 
Amendment. * * * ” 

Comparison of Statute in Heiner v. Donnan and Statute 
Imposing Tax on Income of Personal Holding Com^ 
panies. 

Heiner v. Donnan 

Much estate tax had been 
lost because of the ease of 
overcoming the rebuttable 
presumption that gifts made 
within two years of death 
had been made in contempla¬ 
tion of death. 285 U. S. 312 
at 334. 

Personal Holding Compand 
Surtax 

i 

Income tax had been lost| 
because of the laxity of the 
government in enforcing the 
surtaxes in existence against 
all companies unreasonably 
accumulating surpluses toi 
protect their shareholders! 
from the payment of a sur-i 
tax. Hearings, 73rd Con-\ 
gress, 1934, House Commits 
tee on Ways and Means,j 
pages 53-54. Hearings, 75th\ 
Congress, 1937, Joint Com-j 
mittee on Tax Evasion and\ 
Avoidance. 

Antecedents 
of Statute 
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Purpose 
of Statute 

Manner of 
Imposing 
Tax 

Reasons for 
Holding 
Statute 
Invalid 

I 

I 

I 

To prevent evasion of 
estate tax by persons ap¬ 
proaching death. 2S5 U. S. 
312 at page 334. 

Statute imposes tax upon 
all gifts made in contempla¬ 
tion of death and, then, 
through the means of a con¬ 
clusive presumption brings 
irrebuttable into the ambit 
of the statute all gifts made 
within two years of death 
whether or not such gifts 
were actually made in con¬ 
templation of death. 

The tax is made to depend 
upon the fact that the gift 
was made in contemplation 
of death and then denies the 
right to the taxpayer to show 
that the gift was made with 
no thought of death in mind. 

To prevent evasion of in¬ 
come tax by persons using 
device of holding company. 
II oaring, 73 rd Congress, 
1934, House Committee on 
Ways and Means, pages 53- 
54; Senate Committee on 
Finance, page 57, Hearings, 
75tli Congress, 1937, Joint 
Committee on Tax Evasion 
and Avoidance. House Con¬ 
gressional Record, Vol. 69, 
1928. 

Statute imposes surtax 
upon all “personal holding 
companies” and, then, 
through the means of a def¬ 
inition brings irrebuttably 
into the ambit of the statute 
many operating companies 
are actually “personal hold¬ 
ing companies.” 

The tax is made to depend 
upon the fact that the com¬ 
pany is an “incorporated 
pocketbook” and then denies 
the right to the taxpayer to 
show that it is not “an in¬ 
corporated pocketbook. ’ ’ 

Other cases, some of them decided before Ileiner v. Don- 
nan, that reached the same conclusion are: Schlesinger v. 
Wisconsin (1926) 270 U. S. 230; Tax Commission v. Robin¬ 
son’s Exrs. (1930) 234 Ky. 415; Hall v. White (1931) 4S Fed. 
(2d) 1060; 53 Fed. (2d) 210; Guinzburg v. Anderson, (1931) 
51 Fed. (2d) 592; 54 Fed. (2d) 629; American Security <£ 
Trust Co. v. Com. (1931) 24 B. T. A. 334; Handy v. Dela¬ 
ware Trust Company (1932) 285 U. S. 352; First National 
Bank of Boston v. Com. (1933) 63 Fed. (2d) 685. 
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When we realized the form of the statute in the Dorian 
and Schlesinger cases, could be made identical with the fjorm 
of the Personal Holding Company Surtax Statute by a 
slightly less artful choice of words, the substantial similarity 
of these statutes becomes apparent. It would only be neces¬ 
sary to provide that “the gift of any person in contempla¬ 
tion of death” is subject to tax, and then define “perscjn” 
to include any person making a gift within two years; of 
death. With equal facility, the form of the Personal Hold¬ 
ing Company Surtax Statute could be made identical with 
the form of the statute in the Donnan and Schlesinger cafces 
by changing the definition to a conclusive presumption, j 

It is submitted, therefore, that under the authority jof 
Schlesinger v. Wisconsin (1926) 270 U. S. 230 and Ileinerlv. 
Donnan (1932) 285 U. S. 312, that the Personal Holdiiig* 
Company Surtax Statute would violate the due process 
clause of the Fifth Amendment to the United States Con¬ 
stitution if it were to be applied to the petitioner company. 

1 

The dissenting opinions in the Schlesinger and Donnan cases 
show that the Personal Holding Company surtax stat¬ 
ute would be invalid if applied to small loan companies 
actively engaging in business. 

The minority of the Court in the Schlesinger and Donnato 
cases gave no significance to the form of words employed! 
by the statute. They thought it of no importance that the 
statute appeared to make its operation depend upon tlnj; 
actual existence of a contemplation of death. 

Application of Justice 
Stone's reasoning to tlu\ 
facts under consideration 
here. j 

For the purpose of this! 
argument, it may be said; 
that it can be of no conse-; 
quence whether the enact- j 
ment defines 1 ‘ Personal 
Holding Companies” so as| 

The dissenting opinion of 
Justice Stone in Ileiner v. 
Donnan, 285 U. S. 312, at 
332 (1932). 

“In this statute taxing 
gifts inter vivos, as though 
they were legacies, it can be 
of no consequence whether 
the enactment says that all 
gifts within two years of 
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death of or whether more di¬ 
rectly it imposes the tax on 
all gifts made within two 
years of the donor’s death.” 

“It is evident that the 
practice of disposing of 
property by gift inter vivos, 
if generally adopted, would, 
regardless of the age or mo¬ 
tive of the donor, defeat or 
seriously impair the opera¬ 
tion of the estate tax, and 
that the practice would be 
encouraged if such gifts, 
made shortly before the 
death of the donor, were left 
free of anv forms of tax- * 
ation.” 

“The gifts taxed may, in 
some instances, as the pres¬ 
ent opinion states, bear no 
relation whatever to death, 
except that all are near 
death. But that all do have 
an intimate and vital rela¬ 
tion to the policy of taxing 
the estates of antecedents 
at death cannot be gainsaid, 
for what would otherwise be 
taxed, is by the gift, with¬ 
drawn from the operation of 
the taxing act, and the reve¬ 
nues derived from the tax¬ 
ation of estates necessarily 
impaired, unless the act 
which impairs it, the giving 
away of property inter 
vivos, is itself taxed. ” 

to include small loan com¬ 
panies or whether it more 
directly imposes the tax on 
small loan companies owned 
by less than five persons. 

It is most certainly not 
•» 

evident that the practice of 
engaging in the small loan 
business would defeat or 
seriously impair the opera¬ 
tion of the income tax. On 
the contrary, the activities 
of a small loan company in 
no way impede the normal 
operation of the income tax 
statute. 

Small loan companies bear 
no relation whatever to true 
Personal Holding Com¬ 
panies, that is to say, “incor¬ 
porated pocketbook” com¬ 
panies. Nor can it be said 
that they have a relation to 
the policy of taxing the in¬ 
come of individuals, for what 
would otherwise be taxed is 
not by the existence of a 
small loan company, with¬ 
drawn from the operation of 
the taxing act, nor is the 
revenue derived from the 
taxation of incomes of in¬ 
dividuals necessarily im¬ 
paired, because the existence 
and operation of a small loan 
company in no way detracts 
from the normal income re¬ 
ceived by individuals. 



Justice Stone considered the problem to be more thani a 
simple application of the statute to facts which were priilia 

facia within its scope. He examined the antecedents of t|ie 
statute to determine its purpose. He thought the exaction 
of tax to be justified because the objective of the statute 
and the effect of its operation against the gifts in question 
was to reasonably protect and supplement the estate tax. j 

If the Personal Holding Company Surtax Statute had not 
included any operating companies, it would not, by su<jdi 
omission, have established a refuge from taxation. The in¬ 
clusion of small loan companies within the scope of thjis 
surtax statute palpably has “no relation to the end sought.j” 
that is, the prevention of tax evasion. The application of 
the Personal Holding Company Surtax against small loan 
companies actively engaging in business, therefore, dops 
not protect or even remotely affect the operation of the ip- 
come tax against individuals. 

A statute imposing a tax upon an assumption contrary io 
fact violates the due process clause of the United States 
Constitution unless such assumption or creation may be 
justified on the ground that (1) it is reasonably neces¬ 
sary to prevent facile evasion of tax, or, (2) that actual 
transactions, property or privilege, are subject to a 
similar tax. 

It is well settled that a person may not be deprived of his 
constitutional right to demand that the Court base its con¬ 
clusions upon the actual facts presented to it rather thajn 
upon the pre-judgment of the Legislature in the absence <j>f 
reasonable grounds supporting the legislative decree. 

1. When Applied to Active Small Loan Companies This 

Statute Does Not Prevent the Evasion of Tax. 

A person goes into an active business in spite of taxps 
and not to evade them. This is especially true when it js 
considered that the small loan 

“business was a highly competitive one. * * * The busi¬ 
ness was rather risky. Large amounts were lost ah- 
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nually in bad debts”. (Member Murdock in Seaboard 
Small Loan Corporation v. Com. (1938), 38 B. T. A. 
560. 

It is highly improbable that anyone would subject one’s 
principal to the hazards of such a business in order to evade 
tax upon the earnings of such principal. The income from 
stocks and bonds can be collected at virtually no cost at all 
when held by an individual or by an actual personal hold¬ 
ing company. A person receiving an income from stocks 
and bonds would not invest such principal in a business 
which would collect its income on such principal at a cost of 
58 per cent of such income for the purpose of evading the 
rate of income tax applicable against individuals. Ordi¬ 
nary business judgment would prohibit such course. It 
would be difficult to- find a business less amenable to the 
evasion of individual income tax than the small loan busi¬ 
ness. The success or failure of the individual income tax 
statute would not depend even in the smallest degree upon 
whether small loan companies or other companies manu¬ 
facturing motor vehicles or selling dry goods or engaging 
in any other operating business were or were not included 
within the scope of the Personal Holding Company Surtax 
Statute. 

In consequence, it should be apparent that the petitioner 
company is even beyond the “penumbra” of a tax directed 
against “incorporated pocketbook” companies for the pur¬ 
pose of preventing tax evasion. 

2. Active Small Loan Companies Do Not Enjoy the Same 
Privileges as are Enjoyed by Personal Holding Companies. 

In those cases where the Courts have sustained a tax im¬ 
posed upon a status contrary to fact because reasonably 
necessary to prevent tax evasion, other elements were pres¬ 
ent in addition to those to be found in the present issue. In 
each of such cases, the person called upon to pay the tax 
received a benefit substantially similar to a benefit received 
by other persons who were within the scope of the normal 
operation of the same or a substantially similar tax statute. 
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Typical of these cases is Burnett v. Wells, (1933) 289 U. !S. 
670. It was there held that a Federal statute imposing in¬ 
come tax upon that “part of the income of a trust * # * 
applied to the payment of premiums upon policies of in¬ 
surance upon the life of the grantor” was valid when ap¬ 
plied to the income of an irrevocable trust established by 
a settlor for the purpose of paying the premiums on policies 
of life insurance payable to his wife and children. Justipe 
Cardozo, who gave the opinion of the majority, says thajt: 

i 

“* * * Liability may rest upon the enjoyment by the 
taxpayer of privileges and benefits so substantial ajid 
important as to make it reasonable and just to d^al 
with him as if he were the owner, and to tax him <pn 
that basis. * * * To overcome this statute, the tax¬ 
payer must show that in attributing to him the own¬ 
ership of the income of the trusts, or something fairly 
to he dealt with as equivalent to ownership, the law¬ 
makers have done a wholly arbitrary thing, have found 
equivalence where there was none nor anything ap¬ 
proaching it, and laid a burden unrelated to privilege 
or benefit. * * * The statute, as we view it, is not 
subject to that reproach.” 

This statute cannot be justified on the ground that an ajc- 
tive small loan company enjoys the privileges of a holding 
company. 

The effect of this statute, if applied to the petitioner com¬ 
pany, would be to find “equivalence where there was nojie 
nor anything approaching it” and to lay “a burden unre¬ 
lated to privilege or benefit.” Justice Cardozo has con¬ 
demned such result in Burnett v. Wells, (1933), 289 U. IS. 
670 at 679. 

Other cases stating, inter alia, the same reason as in 
Burnett v. Wells for sustaining a tax imposed upon a statps 
contrary to fact are: Tyler v. U. S. (1929) 281 U. S. 49T; 
Reinecke v. Smith (1933) 289 U. S. 172; Burnet v. Guggen¬ 

heim (1933) 288 U. S. 280 and Corliss v. Bowers (1930) 281 
U. S. 376. 



40 

A statute imposing a tax upon a status contrary to fact vio¬ 
lates the due process clause of the Fifth Amendment if 
the creation or assumption of such status were either an 
“unnecessary”, “inappropriate”, “unreasonably harsh” 
or “oppressive” means of preventing tax evasion. 

In Helvering v. City Bank Farmers Trust Company, 
(1935) 296 U. S. 85 at 90, Justice Roberts said, that: 

“A legislative declaration that a status of the tax¬ 
payer’s creation shall, in the application of the tax, be 
deemed the equivalent of another status falling nor¬ 
mally within the scope of the taxing power, if reason¬ 
ably requisite to prevent evasion, does not take prop¬ 
erty without due process. But if the means are un¬ 
necessary or inappropriate to the proposed end, are 
unreasonably harsh or oppressive, when viewed in the 
light of the expected benefit, the guarantee of due proc¬ 
ess is infringed.” 

A. The Means are Unnecessary. 

An examination of the legislative history of the Personal 
Holding Company Surtax Statute makes it clear that no 
necessity compelled the inclusion of active small loan com¬ 
panies, if indeed they are included, within the definition of 
personal holding companies. 

In his message, in 1937, to the Congress, the President 

of the United States said, inter alia, that: 

“First, it is the duty of the Congress to remove new 
loopholes devised by attorneys for clients willing to 
take an unethical advantage of society and their own 
government, # * * Third, it is the duty of the Courts 
to give full consideration to the intent of the Congress 
in passing tax laws, and to give full consideration to 
all evidence which points to an objective of evasion on 
the part of the taxpayer. Very definitely, the issue im¬ 
mediately before us is the single one relating to the 
evasion or unethical avoidance of existing laws. * * * 

“But it seems to me that the first duty of the Con¬ 
gress is to empower the Government to stop these evil 
practices, and that legislation to this end should not be 
confused with legislation to revise tax schedules.” 
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House Document No. 260, 75th Congress, 1st Session. 
“Tax Evasion and Evaders.” 

Congress, thereupon, adopted a joint resolution “To cjre- 
ate a Joint Congressional Committee on Tax Evasion dnd 
Avoidance.” Public Resolution No. 40, 75th Congress, 

Chapter 316,1st Session, S. J. Res. 155. 
The Joint Committee of the Congress then made a care¬ 

ful and exhaustive study of the problem of tax evasion, i It 
held many hearings at which the testimony of the most in¬ 
formed governmental officers was taken. In addition, majny 
other eminently qualified persons appeared and testified. 
Indeed, it is not too much to say that the investigation j of 
this Committee was the most thorough of its kind e\fer 
undertaken in this country. Hearings before the Joint Copi- 

mittee on Tax Evasion and Avoidance, 75th Congress, 1st 

Session, June 17, 18, 22, 23 and 24 (1937). 
The result of the labors of this Committee upon whicli a 

duty had been imposed to recommend “remedies for tlhe 
evils disclosed by” its investigation of tax evasion schemjes 
was to exempt from the operation of the Personal Holdihg 
Company Surtax Statute active small loan companies, such 
as the petitioner company. 

Moreover, in Noteman v. Welch (1939) 108 Fed. (2d) 206 
at 208, Judge Magruder said in reference to the use of “in¬ 
corporated poeketbook” companies as a device to eva^e 
taxation and the aim of Congress to prevent such evasion 
that, 

“Small loan companies did not present a typical in¬ 
stance of the aims thus described.” 

i 

The express exemption of active small loan companies qs 
a result of the diligent inquiry of Congress to search oiit 
tax evasion devices, therefore, establishes beyond any cavil 
the fact that there is no relation between tax evasion by 
individuals and the inclusion of active small loan companies 
within the scope of the Personal Holding Company Surtax 
Statute. In other words, it was “unnecessary” to include 

i 
i 
i 
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active small loan companies within the scope of tlie def¬ 
inition to prevent tax evasion. 

B. The Means Are Inappropriate. 

It is an entirely new departure for a Federal Statute to 
impose a tax to prevent tax evasion and to extend such tax 
to include companies whether or not such companies pro¬ 
vide a tax loophole. In the usual case, all subjects of a tax¬ 
ing statute have the one element in common which such 
statute seeks to tax. This is not true here. The petitioner 
engages to the fullest possible extent in business. A per¬ 
sonal holding company, on the other hand, shuns such ac¬ 
tivity. 

This statute is peculiarly inapt if applied to any operat¬ 
ing company. It is readily apparent from a reading of the 
statute that it was fitted only to the peculiar facts presented 
by a holding company and as applied to such company does 
aid the administration of the individual income tax statute. 
Congress measured the statute only to meet the problem 
of the “incorporated pocketbook.’’ It said that a company 
could 

“Escape this tax by distributing to its stockholders 
at least 90 per cent of its adjusted net income. * * * 
Thus, the section should work no real hardship upon 
any corporation except one which is being used to re¬ 
duce surtaxes upon its shareholders.” Page 12. Re¬ 
port 704, 73rd Congress, 2nd Session. Wags and Means 
Committee, February 12, 1934 House Reports on Pub¬ 
lic Rills II. 

But we know that if any active small loan company or any 
other operating company were required to annually dis¬ 
tribute 90% of its earnings, the inevitable result would be 
self destruction. The door of eseax>e from tax was design¬ 
edly left open but the only companies that are free to use 
the egress are actual holding companies. The choice that 
was given to operating companies such as the petitioner was 
no choice at all. Operating companies could choose to dis¬ 
tribute 90 per cent of their earnings to avoid the tax and 



thus destroy themselves or they could distribute only a 
normal dividend and suffer their business to be ground 
away by the attrition of this surtax statute. 

C. The Means Are Unreasonably Harsh and Oppressive|. 
i 

The Senate Committee on Finance recommended the jre- 
jection of similar provisions in the House Bill which pe- 
came the Revenue Act of 1928 because 

“As in the case of all arbitrary definitions, the effect 
was to penalize corporations which were properly build¬ 
ing up a surplus and to fail to recognize business neces¬ 
sities and sound practices. * * * Page 12, Report I^o. 
960, May 1, 1928 Senate Committee on Finance, 70tli 
Congress, l.<?£ Session, Senate Reports on Public Bills, 
Etc. 7/7. 

I 
In Seaboard Small Loan Corporation v. Com. (1938) 38 

B. T. A. 560, in speaking of small loan companies, Member 
Murdock expressed that fact that: 

“Cash was the stock in trade of these corporations, 
and they had to have an ample supply constantly ajnd 
readily available.” 

For this reason, a requirement that an active small lo^n 
company annually accumulate and pay out as dividends ;90 
per cent of its net income would operate with peculiar 
severity upon such companies. To meet this statute, hojw- 
ever, the company would be obliged to each year withdraw 
from use nine-tenths of its net profit. To have this unusu¬ 
ally large sum available to pay out in dividends the com¬ 
pany would be forced to either lay aside each month a pro¬ 
portion of the total sum or to withdraw such sum at the ehd 
of its fiscal period. This would destroy its reserve aiid 
thereby reduce its capacity for making new loans or serv¬ 
icing the ones that had been made. In such manner, j it 
would be forced to an ever narrowing field of activity. 
None of these problems is presented by the application pf 
this tax to an adequate reserve. 
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It should be clear, therefore, that if the Personal Holding 
Company Surtax Statute is applied to this petitioner that 
the means employed to produce such result would be “un¬ 
necessary, ” “inappropriate,” “harsh” and “oppressive.” 
Under such circumstances, the Personal Holding Company 
Surtax Statute would violate the due process clause of the 
United States Constitution to the extent that it included 
the petitioner. 

Congress never intended this statute to apply to active 
small loan companies. 

In view of the very clear statements made and records 
produced at the Congressional Hearings of the 73rd Con¬ 
gress in 1934, there can be no doubt that the mischief sought 
to be remedied was the evil of tax evasion through the in¬ 
tervention of an “incorporated pocketbook.” 

“The Courts will refer, in interpreting a doubtful 
statute, to the history of the times, the conditions of 
the law at the time of enactment, and the mischief or 
evil sought to be remedied.” Law of Federal Income 
Taxation. Paul and Mertens, Vol. 1, Pages 53 and 54. 

The Sub-Committee of the House Wavs and Means Com- 
•> 

mittee, in speaking of the Personal Holding Company Sur¬ 
tax Statute said that: 

“Perhaps the most prevalent form of tax avoidance 
practiced by individuals with large incomes is the 
scheme of the ‘incorporated pocketbook’.” 

It was said that the purpose of the Sub-Committee was 
to prevent tax avoidance under circumstances where 

“# * * an individual forms a corporation and ex¬ 
changes for its stock his personal holdings in stocks, 
bonds, or other income-producing property. By this 
means the income from the property pays corporation 
tax, but no surtax is paid by the individual if the in¬ 
come is not distributed.” Hearings, 73rd Congress, 
1934, House Committee on Ways and Means, pages 53- 
54. 
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In a discussion in the House of Representatives pertain¬ 
ing to the 1928 Act, which originally included provisions 
similar to the present Personal Holding Company Surtax 
Statute, Mr. Green of Iowa said that: 

“ * * * it is intended to reach corporations that have 
no regular business except cutting off coupons, eollecit- 
ing rents and receiving dividends”. House Congres¬ 
sional Record, Vol. 69, 1928. 

The Courts have frequently resorted to reports of Con¬ 
gressional Committees, Legislative Journals and Congres¬ 
sional debates as an aid in determining the intention of tlje 
Legislature. Law of Federal Income Taxation, Paul & 

Mertcns, Vol. I, Section 3.21-3.23. A discussion of the scopje 
of the Personal Holding Company Surtax Statute by lead¬ 
ing members of the House Ways and Means Committee 
should, therefore, be illuminative. Mr. Celler said that thje 
interpretation of the Internal Revenue Bureau including 
small loan operating finance companies within the scope oif 
the meaning of personal holding companies was 

i 

“erroneous, and I rise today to indicate to the Internajl 
Revenue Bureau their error. It is ridiculous to clas¬ 
sify any of them as ‘incorporative pocketbooks’ up 
matter what the State law may be concerning * interest]. 

“Mr. Disney. It was not the intention of the comj- 
mittee as I recall the discussion, to include any ope ratl¬ 
ing finance companies and make them ‘personal holdL 
ing companies\” * * * “Mr. Boland. No changes havp 
been made to section 402 in the present bill, because^ 
as a member of the Ways and Means Committee, I say 
it is generally conceded that it does not apply to com{ 
mercial business. Such section was never intended td 
apply to operating financial companies.” Congres\ 
sional Record—House, June 19,1939, Page 7499. Also] 
Congressional Record—House, March i9, 1939, Page 
3155. 

Moreover, Judge Magruder, in Noteman v. Welch (1939),, 
108 Fed. (2d) 206, at 208 thought that Congress had notj 
considered the possibility of active small loan companies! 
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being included within the scope of personal holding com¬ 
panies. He said that: 

“Indeed, we cannot find from an examination of the 
legislative history that either the Congress or its com¬ 
mittees considered the possible effect of the pending 
legislation upon companies engaged in the business of 
making small loans ”. 

The idea of imposing penalty tax upon operating com¬ 
panies was rejected by Congress when proposed. The 
American Institute of Accountants, among many others, 
objected to the idea of imposing a penalty tax upon operat¬ 
ing companies which were closely held and which thought 
was incorporated in Title IB of the proposed Revenue Act 

before the 75tli Congress. It said that: 

“By forcing closely held operating corporations to 
distribute their incomes, owner management is being 
unjustly discriminated against in favor of absentee 
ownership. ’* * * To force these closely held corpora¬ 
tions to distribute their net income is discriminatory, 
and places an oppressive burden on legitimate busi¬ 
ness enterprises.” Senate Committee on Finance, 
Hearings, 75th Congress, March 17-22, 1938, page 172. 

Title IB evoked a storm of protest on the House floor 
Congressional Record, March 3, 1938, Pages 2794, 2853 to 
2860. Mr. McCormack said that: 

“This is the first time in my practically eight years 
of service on the Ways and Means Committee that I 
ever heard this question even remotely considered 
from this angle.” Congressional Record—House, 
March 4,1938, page 2859. 
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The substance of this statute rather than its form shoijld 
establish and limit its effective scope. 

The courts have the power to declare that a thing which, is- 
within the letter of the statute is not governed by the 
statute because not within its- spirit or the intention of 
its makers. 

In Industrial, Cotton Mills Co. v. Commissioner (1923j), 
61 Fed. (2d) 291, it was held that a corporation resulting 
from a merger of a holding company and a subsidiary op¬ 
erating company was entitled to deduct for losses sustained 
by its subsidiary before the merger. Judge Parker said 
that: j 

“Unless the Courts are very careful to regard sub¬ 
stance and not form in matters of taxation, there is 
grave danger on the one hand that the provisions <j>f 
the tax laws will be evaded through technicalities and 
on the other haid that they will wTork unreasonably apd 
unnecessary hardship on the taxpayer. ’ ’ 

In Prairie Oil and Gas Company v. Motter (1933), 66 Fe(jl. 
(2d) 309, the Court looked through the form of a definition 
of a “reorganization”, which definition would have r 
quired a depletion allowance to be taken other than on 
basis of cost to the corporation claiming the allowance. 

“Counsel for the collector contends that Congresjs 
can ascribe any definition to any word, and that such 
definition becomes the meaning of that word for the 
purposes of that act; and that, however incongruoujs 
it may appear on its face, Congress has so' defined ‘re¬ 
organization * as to include this transaction”. 

! 

This argument was rejected. Other cases where the 
Court looked through substance to form are: North Jersey 

Title Insurance Co. v. Commissioner (1936), 84 Fed. (2d) 
898; United States v. Jelenko (1927), 23 Fed. (2d) 511; 11$ 

West 5.9th Street Corporation v. Helvering (1933), 68 Fedl 
(2d) 397; Mark A. Mayer v. Commissioner (1937), 36 B. T[ 

I 
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A. 117, and Tulsa Tribune Company v. Commissioner 

(1932), 58 Fed. (2d) 937. 
In Helvering v. Gregory (1934), 69 Fed. (2d) 809, it was 

held that a “reorganization” exemption provision of the 
1928 Act which provided that a “transfer by a corporation 
of a part of its assets to another corporation” in such cir¬ 
cumstances that immediately thereafter the transferor or 
its stockholders or both are in control of the corporation 
to which the assets are transferred did not operate to ex¬ 
empt a letter-perfect reorganization under this definition 
which had no business or corporate purpose. Judge Learned 
Hand said that: 

“It does not follow that Congress meant to cover 
such a transaction, not even though the facts answer 
the dictionary definition of each term used in the statu¬ 
tory definition. It is quite true, as the Board has very 
well said that, as the articulation of a statute increases, 
the room for interpretation must contract; but the 
meaning of a sentence may be more than that of the 
separate words, as a melody is more than the notes, and 
no degree of particularity con ever obviate recourse to 
the setting in which all appear, and which all collec¬ 
tively create/f 

Affirmed in 293 U. S. 465 (1935). 

On August 4, 1941, the United States Circuit Court of 
Appeals for the Second Circuit refused to apply the Per¬ 
sonal Holding Company Surtax in a case where the lit¬ 
eral words of the statute would have applied under condi¬ 
tions and circumstances therefore never intended by Con¬ 
gress. Speaking for the Court, Circuit Court Judge Swan, 
in refusing to uphold the tax assessed, held: 

“It is within the power of the courts to declare that a 
thing which is within the letter of a statute is not gov¬ 
erned by the statute because not within its spirit or the 
intention of its makers. * * * we think this principle 
charge which held the Penbroke, which distributed all 
of its current income in complete liquidation is not 
subject to the surtax provided by Sec. 351”. Pern- 
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broke Realty <& Securities Cory. v. Com., U. S. Circuit 
Court of Appeals for the 2nd Circuit, Docket Nds. 
17608,17609, 17610, 17611. August 4, 1941. 

i 
In each of these cases, the Court was guided by the un¬ 

derlying purpose of Congress. It is clear from all the fore¬ 
going that the underlying purpose of Congress was to iijn- 
pose personal holding company surtax upon a holding coijn- 
pany only and not to impose such tax upon an operating 
company. On the authority of these cases, therefore, op¬ 
erating small loan companies, such as the petitioner, should 
not be included within the scope of the Personal Holding 
Company Surtax Statute. 

i 

I 
Conclusion to Point II. 

I 
i 

It has been shown that if this statute were applied to tljie 
petitioner company, it would violate the due process clause 
of the Fifth Amendment. For this reason and to carry otit 
the intent of Congress, the Personal Holding Company Sur¬ 
tax Statute should not be applied to the petitioner company. 

Point m. 

Where the Taxpayer has Filed Form 1120, there Making! a 
Bona Fide, Complete Sworn and Subscribed Disclosure 
of All Facts Necessary to Compute the Tax, there is ho 
Penal Liability for the Failure to File Form 1120-H 
Which Form Provides Only for a Computation of Tax 
and is Unnecessary When a Return was Filed. 

It is the contention of petitioner that, even if it were to te 
held that an operating company is equivalent to a personal 
holding company and that compensation for the use pf 
money, no penalties may be assessed for the failure to file 
Form 1120-H. 

Current cases decided by the Board of Tax Appeals such 
as The Lone Pine Lawn Corporation v. Commissioner 

(1940), 41 B. T. A. 638, which imposes the 25 per cent pen¬ 
alty for failure to file Form 1120-H for personal holdiijg 

i 
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company tax, might appear at first glance to be identical 
with the instant case. These cases are all based on Note- 

man v. Welch (1939), 108 Fed. (2d) 206, 1st Circuit. How¬ 
ever, in Noteman v. Welch and every one of the current 
Board of Tax Appeals cases, even though they involve fail¬ 
ure to file Form 1120-H, fail to show that there was com¬ 
plete disclosure to the Commissioner of all facts relevant 
to the imposition of the tax. In each of those cases the 
Commissioner did not have full information sw’orn and sub¬ 
scribed to which constitute a return. 

In the case of II art ford-Connecticut Trust Co. v. Eaton 

(1929), 34 Fed. (2nd) 128 (C. C. A. 2nd), the Collector took 
the position that an information return made on Form 
1041 was a nullity as the Commissioner of Internal Revenue 
had prescribed the use of Form 1040. Denying the conten¬ 
tion of the Collector, Judge Augustus Hand ruled that: 

“The provisions for imposing penalties do not seem 
to require a taxpayer to choose the right blank at his 
peril, when he acts in good faith and makes a full dis¬ 
closure of his income.*7 (Italics ours.) 

Form 1120-II, the form prescribed for the use of personal 
holding companies, required no information that was not 
completely disclosed in the return of Form 1120, which was 
actually filed by petitioner. The return, a complete sworn 
disclosure on Form 1120 disclosed all facts necessary for 
the assessment of the tax and put respondent on notice with 
respect to the position taken by petitioner on the question of 
its liability for the tax under the statute in question. Such 
a return give complete information for the Commissioner 
to make an accurate assessment, (Revised Statutes Sec. 
3176 as cited in 11 artford-Connecticut Trust Co. v. Eaton, 

supra); or he may require the latter to file an amended 
return in the form prescribed. Form 1120-H is only a tax 
computing blank and it is no return. American Milk Prod¬ 

ucts Company v. U. S. (1930), 41 Fed. (2d) 966. No infor¬ 
mation is required on this form; it is merely a computing 
sheet. 
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A very similar problem arose in U. S. v. Tillinghkst 

(1934), 69 Fed. (2d) 718. There the taxpayer filed a regu¬ 
lar return on Form 1031. The Commissioner of Internal 
Revenue assessed a 25 per cent penalty for failure to file in 
addition Form 1103, the excess-profits tax form, under the 
Revenue Act of 1916, Section 13 (b). The Court refused 
to uphold the penalty. Mr. Justice Morton said: 

“We have great doubt whether under the circum¬ 
stances herein disclosed, Form 1103 can properly be re¬ 
garded as a separate return, failure to make whi|ch 
would bar running of the Statute of Limitations, j A 
separate form is not necessarily a separate return with¬ 
in the meaning of the statutory provisions relating;to 
limitations. As has been said, the excess-profits tax 
was essentially a surtax on corporations based on cor¬ 
porate income considered in relation to invested cap¬ 
ital. 

“Even if it be regarded as a separate tax, it did rot 
necessarily call for a separate return. All the essen¬ 
tial facts about the corporation’s income and claim lto 
deductions on which this case turns were stated on the 
door of inquiry pointed out in the return filed. The 
excess-profits form was not and did not purport to jbe 
complete in itself; it began where Form 1031 left off 
It is well settled that a failure due to honest mistake 
to file a required schedule does not involve the penal¬ 
ties imposed for not making any return.” 

In the present case the position of the taxpayer is even 
stronger. The personal holding company return used in 
1934 and 1935 calls for no information not shown in the 
corporation return of this taxpayer. Form 1120-H is not a 
continuation of Form 1120; it is a mere computation of the 
amount of the tax. 

The principle applicable to the present controversy was 
enunciated in the case of Abraham Werbclovsky, Executor, 

(1927) 8 B. T. A. 442, 446. There the Board held that the 
filing of a return by the executor on Form 1041 instead jof 
on Form 1040 or Form 1040-A started the running of t|ie 
statute of limitations. In that case the Board observed:! 
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4 ‘ Does the fact that the executor ... in filing ‘ a re¬ 
turn of the income’ used Form 1041 instead of either 
Form 1040 or 1040-A place the estate in the position 
of having failed to file a return within the meaning of 
the words ‘or of a failure to file a return’ as used 
in Section 278 (a) of the Revenue Act of 1924? We 
think not. The estate did file ‘a return’.” 

This decision was followed by the Board in Estate of 

F. M. Stearns, (1929) 16 B. T. A. S89, and J. R. Brewer, 

Administrator, (1929) 17 B. T. A. 704. 
In American Circus Joint Venture v. Commissioner of 

Internal Revenue (1939) 39 B. T. A. 605, a syndicate, tax¬ 
able as a corporation, erroneously filed a return on Form 
1041, prescribed for the use of fiduciaries, disclosing all 
terms sufficient for a computation of the tax. The Board 
held that a penalty should not be imposed upon a taxpayer 
where said taxpayer acted in good faith and gave complete 
information, even though he selected the wrong form which 
disclosed information sworn and subscribed to, constituting 
a “return.” 

The United States Circuit Court of Appeals for the Third 
Circuit in the case of Commissioner v. Stetson and Ellison 

Company, (1930) 43 Fed. (2d) 553, came to the conclusion 
that a consolidated income tax return filed in good faith and 
substantially complying with the statute started the running 
of the statute of limitations for assessment of additional 
taxes against all of the various companies in the consoli¬ 
dation even though one of them was not in fact a part of the 
consolidation. The Court found that the returns (plural, 
not singular) were filed in good faith and in substantial 
compliance with the requirement of the statute. Here sched¬ 
ules of gross income, items of deduction and other data were 
supplied in columnar form and were sworn and subscribed 
to by the parent company and not by the taxpayer who was 
in fact not a part of the consolidation. In the principal 
case the schedules of gross income items of deduction and 
other data were sworn and subscribed to by the taxpayer 
itself. Moreover, the information was supplied on the pri- 
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mary income tax return and form though not on a secon¬ 
dary form called 1120-Ii used only for purposes of compu¬ 
tation. The contrary was true in Noteman v. Welch (1930), 
108 Fed. (2d) 206, where the data was incomplete. 

One of the most recent decisions of the Supreme Courtl of 
the United States on this point was in the case of German¬ 

town Trust Company v. Commissioner of Internal Revenue 

(1940), 309 U. S. 304, in which petitioner filed Form lojll, 
intended for use by trustees, but made no income tax Re¬ 
turn for an association on Form 1120. The majority of ijhe 
Court, speaking through Mr. Justice Roberts, said: 

“The respondent’s contention is that where a fidu¬ 
ciary, in good faith, makes what it deems the appro¬ 
priate return, which discloses all the data from wlpeli 
the tax, treated as one imposed upon an association 
(classified as a corporation under the statute), can jbe 
computed, such a return is deemed to be no return. We. 
think this view is inadmissible.” 

The reasons why no penalties for failure to file Fofm 
1120-H should be imposed are carefully pointed out by Jus¬ 
tice Learned Hand, in his dissenting opinion in the O’Sul¬ 

livan Rubber Co. v. Com. decided by the United States Cir¬ 
cuit Court of Appeals for the Second Circuit, June 6, 194|l: 

“I agree with my brothers as to all but the penalty; 
and as to that I also agree not to follow the reasoning 
in Noteman v. Welch, 108 Fed. (2d) 206 (C. C. A. i), 
because a return is still a return, however misleading 
it may be. In the absence of fraud no penalty is im¬ 
posed upon an innocent taxpayer, however he m$v 
throw the Commissioner off the track; it falls oply 
upon those who by failing to make any return at $11 
have given him no lead which he can follow up. Given 
a lead and good faith, it rests upon him to check tjie 
return. 

For this reason it seems to me that our decision isj a 
triumph of letter over substance. It is true that the 
‘undistributed adjusted net income’ defined by Sec. 3ol 
(b) (2) and (3) is not the ‘net income’ used for tjie 
base of the normal tax; but it is computed from thht 

i 
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income, and the tax is an income tax, and indeed even a 
‘surtax,’ eo nomine. I can see no reason in substance 
to distinguish an innocent mistake as to it and an indi¬ 
vidual’s mistake as to his surtax, except that an indi¬ 
vidual puts both in one return. 

The justification for this is that Sec. 351 (c) makes 
applicable to this surtax all the administrative provi¬ 
sions of Title I; and since that title requires a return, 
so must Title IA. Therefore there must be two returns, 
as the Commissioner has ruled. J raise no question 
as to the propriety of his ruling; but the statute did 
not compel it. If he had merely added to the return 
required by Title I the questions necessary for Title 
IA, it would clearly have been a compliance with Sec. 
351 (c); and certainly no penalty could have been then 
imposed. We are imposing one only because he has 
found it administratively convenient to make two bites 
to this particular cherry. The penalty was not meant 
for that; it was imposed to punish delinquents; those 
who either deliberately, or from indifference, made no 
effort at all to pay their taxes, not those who merely 
misunderstood duties which they tried to discharge. 
Bv recourse to what even grammatically is a bit of bv 
no means an inexorable verbal reasoning we arc per¬ 
verting it from that purpose.” 

The personal holding company return used in 1934 calls 
for no information not shown in the corporation return of 
this taxpayer. It is a mere computation sheet of the amount 
of tax. Unquestionably, a large number of returns arc filed 
annually on which no tax is computed and on which it is 
subsequently determined that a tax is due. Can it be said 
that in each of those cases there was not a return? Peti¬ 
tioner believed that it need compute no tax because it owed 
no tax, and that it need not file a personal holding company 
and without Section 351. A penalty should not be imposed 
on a taxpayer who has acted in good faith and given com¬ 
plete information, merely because he has inadvertently not 
observed all the complicated requirements of the depart¬ 
ment. Zcllerbach Paper Company v. Helvering (1934), 293 
U. S. 172, Louisville Provision Company v. Glenn (1937), 
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18 Fed. Supp. 423. No penalties should be assessed fcj>r 
honest mistakes. United States v. Tillingliast (1934), 69 
Fed. (2d) 718. Substance, not mere form, should be the 
controlling factor. Full disclosure, complete candor anld 
good faith should be guiding principles. 

GENERAL CONCLUSION. 

Amicus points out that less than eighty (SO) per cent cjf 
the gross income of the petitioner-taxpayer was derived 
from compensation for the use of money. This is clearly 
established from the express agreements between the bor¬ 
rower and the lender. 

It is true beyond question that an active, corporate h]- 
censed lender engaged in the business of lending amount^ 
of $300 or less under a small loan statute is not a “holding 
company.” Clearly, if it is not a “holding company” it ijs 
not a particular kind of holding company defined by stat¬ 
ute as a “personal holding company.” If hollow wordfc 
are followed, then a status is created that is contrary to fact!. 
By the finding of Congress itself after a thorough investii- 
gation it was found that this false status was “unneeesj- 
sary,” “ inappropriate,” “ harsh ’ ’ and ‘ ‘ oppressive.9 ’ Thu$ 
the Court is duty bound to declare this penal tax in viola¬ 
tion of the Fifth Amendment if it applies to the petitioner- 
taxpayer. 

Form 1120-IT is not a return because it does not show! 
gross income and deductions, but is a mere computing sheet 
of a surtax tax (co nomine) determined from taxable in¬ 
come provided for on primary Form 1120 which is a return 
and the only true return required. I 

Furthermore, to impose this surtax would impose a tax onj 
small corporations engaged in the business of making small 
loans; when such a penalty tax is not imposed upon large; 
corporations doing an identical business, it develops monop¬ 
oly and big business and destroys little business. 



Wherefore, the petitioner prays that this Honorable 
Court reverse the decision of the United States Board of 
Tax Appeals and enter judgment for the petitioner. 

Respectfully submitted, 

Jackson R. Collins, 

Amicus Curiae, 
111 Broadway, 
New York, New York. 

Of Counsel: 
Reginald Heber Smith, Jr. 




